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PREFACE- 


jA T the risk of being charged with*an,attetnpt to rol> 
/% criticisnf of its rightful bread, I feel bound to meet in 
V ^vance an objection which may be made to the geneiJW 
' character of this book : the objection, namely, that the 
convulsive chafI|esVWhe last six years have so greatly affected' 
the work of the Money Market that they have fundamentally 
altered the nature of the services it contributes in the economic 
organization of this country. 

Yet, when an engine is out of order, the skilled mechanics' 
who are called in to examine and repair it bring with thern no 
new ad hoc set of mechanical principles; and the fair-minded patient, 
though his state of mind argues a world in revolution, recognizes 
that the principles of ph 5 ^iology have not ceased to operate. The 
tale runs that an eminent divine, after a decisive defeat of his 
party in the House of Commons, returned home and planted' 
mustard and cress in his garden. Not long after he was able to 
^ure his friends that, crushing as had been their political defeat, 
the 4terbs had nevertheless come up in much the usual way, Ifr 


be that they would grow now in the garden of the Bank of 
tGngla^, or even in a land reshaped to the lives of heroes. 

true that the war has loosened ideas, has released influences 
ghitbrno held ^ check by a sense of the inherent unalterableness 
of thii^ and by so doing has modified our general conceptidB* 


of the true relations among members of a modem society: in 
particu&r relations between rich and poor, and between master 
and man. ' But the economic centre of the social organization 


has .t^ly^Jiot greatly changed. Much the same impulses and 
mu&*the same needs govern the adjustment of economic resources 


' to economic ends; tl^ long Chains of processes through which 


' niaterihls pass on their way from the soil to the consumer are much 
; .^ iiame as they were, though their operation is disturbed by an 


jidditk»al set of difficulties introduced by the «rar. 
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seens to beaespeciallj^ true in those inner and'MH(^^ 
business processes with which the Money Myket is c<Hicen^. 
The,ban|(S'Still supply the means of offecting payments in ^ form 
ief a ch^ue |^l^r^cy of unn vailed efficiency; they anQ the Issu^ 
Houses still collect capital from peSnts of plenty and carry it to 
points of scarcity; the company promoter, in th& old extravagaift 
way, still ^upplies business ability with the resoijjce^ required to 
give it scope ; sever* alternations of economic activity and stagna-' 
tion still arise from infectious changes of confidjnee on the part of 
tljp business men to whom society still entrusts the adininistratiflB 
of its resources. Broadly speaking, the same principle of action 
lead to the same social economies and the samg^ocia'. wastes, though 
4hey work themselves out with less sureness and precision in face 


of the greater uncertainty which in present conditions affects all 
ttasiness adjustments. 

If this book aimed at a descriptive account of the detailed 
phenomena of the Money Market, it would necessarily be concerned 
mainly with the manner in which the market was adjusting its 
operations to the special disturbances arising from the war, and 


'would deal principally with such matters as the abolition of time 


deahngs on the Stock Exchanges, the influence of public finance 
,on monetary conditions and the prospects of a return to an effective 
gold standard. But that is not its object. Its main purpose ds 
one not of description but of interpretation. It attempts totrace 
the nature of the economies which the market effects as paij of 
the organization of production, and to express those pmnnmiw in 
terms of economic welfare. That being its object, it is concer^Hf^ 
less with the special difficulties arising during the present period^ 
of transition than with those more general and fundamental con¬ 
ditions which are common to the present time, thd past, and, it ' 
may reasonably be expected, the future. 


EviiaiiuEi. College, Cambridge 


F. L. 
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MARKET 

PA^T I. LEADING IDEAS 

CHAPTER I 

INTRODUCTORY 

M odern industrial communities may have much to 
learn from older civilizations with regard to the art of 
living: but they have at least this great quality, that 
they are unsurpassed in industrial efficiency. There is 
nothing in the past to parallel a productivity like that of England, 
where an inconsiderable island is made to yield annually products 
valued in 1914 at more than £2000 m., and to support a popula¬ 
tion of over 40 millions of people. 

The great growth in the industrial power of modern communities 
‘ has been accompanied by a change in their social structure, or 
more bjtactly by a much higher development of characteristics 
Irhich have always been present. The great branches of produc¬ 
tion have grown more distinct; the trades within them have moved 
(Apart and become more clearly defined, and the complex operation 
Undertaken by each trade has, as it were, been taken to pieces and . 
separated into its elementary processes. 

The incentiye to this change arises from the great productive 
efficiency which accompanies specialization; for this separation 
of processes makes it possible to employ each human and mechanical 
agent uninterruptedly on a narrow range of work of a kind adapted 
to its highest productive capacity. 

The term " Division of Labour ” describes this general tendency 
of specialization in so far as it affects one of the agents of production 
■r^nu^ beings; but it does not bring out clearly the fact that the 
tmdency affects also tife other agents—capital and land. When 
^ t^iention is broken up into separate processes, it is evidently an 
iKApony of the first importance to group these simpler proc«^ 
an4 to engage continuously on eacl^ the class of work* 
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(<ff nj^nagers) whose alSlities aod tratning luv qiedaQ^^ 
cadaptra to the purpose. But w)^t is true of Labour is truellso of 
Capital and Land. It is economkal in exactly the sam^way to 
apply toiUach process its appropriate* spedalized machinery and to 
Allocate «jfch%roufi of processes to the site which offers fhe greatest 
natural advantages, whether of joil* cf climate or of position. The 
m6re general statement of this tendency is, therefore, that tl^ 
growth of industrial power is associated with an increased ability 
to break industrial operations into their elementury parts, to 
group together the similar parts and to redistribute these groups in* 
such a way as to concentrate upon each the human skill, mecbani; 
c 41 arrangements and natural advantages most suitable foj their 
performance. • 

But the ability to break up and separate the narts of an opera¬ 
tion in this way is itself dependent upon another condition ; such 
subdivision can obviously carried out only if there is a corre¬ 
sponding development of communications, by means of which the 
Associated parts are co-ordinated and inter-connected. The 
system of communications falls naturally into three parts: the 
transport of intelligence, of material things and of value. Their 
effects may be briefly considered in that order. 

It is evident that the separation of cotton marketing from cotton 
manufacture and its concentration in Liverpool and Manchester 
has been greatly facilitated by the development of the telephone, 
the telegraph and the postal S5istem. Similarly, if a factory opera¬ 
tion hitherto carried out by one man is to be subdivided between 
twol this can be done only by introducing some co-ordinating " 
mechanism such as a foreman, who takes over a part of the tnentd 
processes and acts, as it were, as a bridge regulating and co-ordinatin§ 
the operations of the two workpeople. 

In the same way, the development of means for transporting, 
material goods is a most important condition in the separation cfl 
processes. Just as the mechanical carrier in the large shop facili¬ 
tates a more complete separation between the selli^fg and account¬ 
ing branches of the business; so the railway and the steamship’ 
release factories from the sources of their raw materials and enable 
them to settle on distant sites more suited to their particular opera^ 
tions. It was the growth of railways which liberated cotton¬ 
growing in India from the outskirts of each village and enabled it 
to move to more remote areas of greater natural advantages., 

Finally, this ability to concentrate each producing agent a 
narrow range of services is dependent on tfie growth of the system 
by which value, or general purchasing power, is readily transferigt4 
6 om one person to anqther. It is dependent on the provision 
means and facilities for making paymmts, on the provision 
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effecHug payments in general and on {Ik t^visimt 
M iadlities for effeotin| those ^particolar* payments by 
(^pital i((transferteil from the control of one part^ to anotter. 

It is eviifently possible foi* individual producers to cdpoentrate 
their energfts on the output of a single kind of ferviSe OT*producf 
only in so far as means are provifled by which these products may be 
' qmckly and confeniently exchanged by way of purchase and 
^: their specialization is limited by the efficiency of the «ioney 
^ystem—by Ohe ease and safety with which ^he community can 
make the payitents by means of which these products are redistri¬ 
buted ; and each iwprovement in the form of the currency enables 
this Sj^dalvation to be carried out more completely tlian bcforfe. 
The development of the cheque currency in England marks a great 
increase in the effsiency of this kind of communication. A return 
evnn to a sound gold coinage would be equivalent to a heavy tax 
‘■“on all distant dealings ; for the purchase of goods from a distance 
would invdve the expenses and risks of sending coin in payment. 
In such conditions, therefore, many of these purchases would no 
longer be made, and production would be concentrated to a less 
extent at the most suitable sites; in other words specialization 
would be checked, and productive capacity would be appreciably 
impaired. , 

The development of a specialized class of entrepreneurs under¬ 
taking the management of business is dependent in a similar way 
on the transport of capital; it is facilitated by every increase in the 
efficiency of the machinery by which purchasing power devoted to 
capi^ uses is carried into the hands of business men. In the 
al^nc£ of the banks and other machinery for the transport of 
ikpifcj, business undertakings would be formed only when the 
ownership of capital and business ability happened to coincide; 
4 )ut with the development of this machinery for joining together 
Capital and business ability each can be separately produced ; the 
resources of the capitalists who have no aptitude for business 
jdanagement ar« joined to the ability of the entrepreneurs who lack 
capital; consequently the supply of each of the two agents becomes 
increasingly specialized with great advantage to the productive 
capacity of society. Just as the cost of production of a factory is 
reduced by the development of railways, steamships and similar 
' transport facilities which enable its constituent parts to be produced 
* at the most efficient sources, so the cost of production of a business 
Undertaking is lessened Iw the work of the Money Market in trans- 
l^mting capital and th^by giving scope for the separate supply 
idtahe-two elements, capital and business power, of which the under- 
tfJdUg is composed. Striking evidence of the organic changes 
v;iBtrodhiced by the development of the Money Market is sem in the 
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growiijg sepyation of the investw and the entrepeneuf wl^ ■ 
accompanies the rapid Inaease in pubhc joint-stock companies. 

The machinei 5 f for the transport of value consists thwefore of 
two distinct parts; each qf these parts is concerned ultimately 
Vith faeilitallng ^layments; each, exercises an influeflce on tl» 
specialization of productive resoutces analogous to that of the 
railway and the telegraph. Tfie influence of theWirst part depend; 
on th«t efficiency of the money system, that is to say, on the ease 
and safety Vith whi^h payments in general can be ejected. The 
influence of the second part depends on the efficiency of th^ 
machinery for transporting capital, that is to say, on the economy 
w 4 th which money available for capital uses is carried from those ‘ 
in whose hands it accumulates to those by whom it is applied to 
its various uses. », 

There is then this triple system of communications dealing with 
intelligence, material things and value. Every improvement in this* 
system not only introduces its own immediate economies but 
operates as a solvent, enabling processes naturally allied to be 
separated and regrouped in such a way that more highly speciahzed 
agents of production may be brought to bear on them and a further 
set of economies realized. And this specialization in its turn 
reacts on the efficiency of the means of communication. 

These economies stated in an abstract form do not greatly 
impress the mind, and it is adding little to point out that they 
form the main basis of the economic argument for Free Trade. In 
the concrete they are perhaps most clearly seen in the conditions 
of large towns. Evidently the essential economic circumstance" 
of a large town is simply the physical proximity of the'people 
congregated there. This proximity implies an enormous cct^omy 
in the cost of communications; speech is substituted for the written 
letter ; material goods need to be carried much shorter distances % 
exchanges are facilitated and the risks of loans are greatly reduced. 
These economies in communications mean large accessible markets ; 
and large markets, in their turn, lead directly,to more highly 
specialized forms of production and yet further economies. Thes^ 
twofold economies are reflected in the huge site rents of densely 
populated areas, and indeed, if allowance is made for non-economic 
considerations and for such purely physical site advantages as 
climate and water power, are measured by those site rents. 

The lines of this argument are old and familiar. They are' 
restated with the view of bringing out as clearly as possible the 
fact that more efficient means of conhtiunication have results 
^ beyond the direct economies which they introduce; for, og^er 
and above these immediate economies, they enable society to 
attain greater productive efficiency by breaking its work into 
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'^le elementary parts, regrouping these parts an^ applnng to 
eadi gto^p a more highly^peciali^ud form or the services of human*, 
beings, ittechanicah appliances and land. *' 

This b(yk is concerned ollly with*that part of this isyateni of 
communications which has b^n distinguished as ^he transport 
of value, a part/which may be roughly identified withl’What is 
known as the Money Market. Its object is to bring out the social 
' significance of the market as a coherent part of the organiiation 
t by which resources are adjusted to needsto co^ltect market 
phenomena with economic welfare. The market, Kke the telegraph 
fcnd the railway, forms part of the general means of communica¬ 
tion ; • accordingly every increase in its efficiency encourages an 
organic development of society and gives scope for a liigher pro¬ 
ductive capacity.' ■’These effects must be noticed if the significance 
,of its work is to be suggested. It is, however, impossible to do 
more than notice them. The influences operating in the market 
are very complex, and its consideration as an organic thing, i.e. 
as a part of a living and developing industrial system, is quite 
beyond the scope of this book. Even as a dynamic thing its 
consideration must be very incomplete, for in its continuous 
process of readjustment to disturbing influences the organization 
sets up movements whose final consequences it is hardly possible to 
trace and express in any simple way until the macliinery of 
economic anal5rais has been greatly improved. If, therefore, the 
argument is to be intelligible, it can do no more than touch on organic 
^changes and consider dynamic movements when their effects are 
important and easily traced; it must in the main be confined 
to a problem rather static than dynamic in character; it must 
attempt to express the social economies which arise from the 
more important permanent forces entering into the composition 
^)f the market, those forces being regarded as in that equilibrium 
which they would attain if time were given them to work out 
their full effects without interruption. 
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« 

THEjaARKET IN RELATION TO MONEY AND CAPITAL 

^ ^HE «bjec\ of the preceding chapter was to place the 
organization with which this book «s concerned in its 
♦ general relations with the industrial systenj and;-to in¬ 

dicate the indirect economies to which it gives rise by 
its influence on the organic growth of the systsai. We have now 
to come to closer quarters with the subject in order to show what 
agencies and institutions arc included in this organization ; to‘ 
express more definitely the nature of those direct economies which 
it produces, and with which alone we are henceforward concerned ; 
and, finally, to establish leading ideas in the light of which these 
economies arc to be examined. 

This organization has already been roughly identified with 
the Money Market. It consists of a nucleus of specialized institu¬ 
tions, such as the banks, the market for negotiable securities, 
the bill brokers and the trust and finance companies, which form 
the inner market, or Money Market proper. But it extends 
beyond this centre forming an outer market which includes the^ 
work of the solicitor who arranges for the transfer of capital* on 
mortgage, of the provincial broker who promotes the sale of new 
and old securities, of building societies which facilitate h.vest- 
ment in houses, of the system of trade credit and of those less 
definite arrangements for facilitating the movement of capital 
which, as the market is extended outwards, become more and more 
closely bound up with the ordinary processes of trade and industry. 
The organization cannot, however, be accurately described by 
mere enumeration ; it must be defined in terms of its t3q>ical 
services, and must be taken to be co-extensive with all the opera¬ 
tions by means of which these services are performed. 

What, then, are the essential services of the organization ? 
In what way does it enable social resources to be adjusted more 
effectively to meet social needs ? What is the nature of thfe social 
economy which it effects ? 

The answer to this question is a sim^ one. All the com{flex 
and highly specialized processes which form the organization*of 
the market are tributary to two functions: they are an elabora¬ 
tion of two elementary services: the first is that of supplying a 
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stock of money; the second is t£at of facilitating the transoort of 
capital. ^ ^ V f 

The»JEnglish |)anks 'perforci' both services simultaneously: 
Issue houses, floatmg loans, tfarf'.fer cgfital from the control of_ the 
public to that of the borrower/, Accepting hdilfces ^ siirijfar work 
by guaranteeing the paynient%f bills and so'reducing the risks of 
those who supply capital against this form o( seciuity ; foreign ex¬ 
change departments of banks provide means of payment tetween 
one country and another; the working of the Bank rat^ contributes 
to the making of payments by regulating *thc.^ volume of the 
jjurrency; the re;! meaning of every market operation is to be 
found^ in its effects in facilitating the making of payments, the 
transfer of' capital, or in both together. 

The market is.»defined in terms of these two services: every 
process devised to perform these services forms part of the market; 
conversely, the market includes only those processes by wluch 
these services are performed. 

Although these two services are fundamentally different in 
nature, they are closely bound up together in practice, and are in 
consequence frequently confused with one another. If the subse¬ 
quent argument of this book is to be intelligible it is essential that 
they should be distinguished as clearly as possible. It will be 
as well, therefore, to consider briefly the conditions in which the 
demand for these services arises and the nature of each. We may 
do so most conveniently by considering the case of a single individual, 
whom we take to be broadly representative of society as a whole. ' 

' Jn simple conditions where each individual devoted tiis energies 
directly and solely to the satisfaction of Iris own needs, the products 
that, he required for liis existence would emerge directly from his 
efforts into his own possession and he would experience no need 
for the means of acquiring products by way of exchange from 
'*other people ; he would have no need for money. Further, as he 
would himself employ for his own purposes any implements and 
^stores of raw material in his p<jssession, he would not desire to lend 
them to other people, and he would consequently need no assist¬ 
ance in lending them with ease and security ; he would have no 
need for any agency which facilitated the transport of capital. 
The need for the use of money and for facilities in transporting 
capital arises when people become interdependent; when means 
of communication become necessary in order to give scope to the 
growth of specialization. 

In modem conditlflns this interdependence is very highly 
diveloped. In the typical case, each individual confines himself 
to the supply of some specialized service, and these separate services 
are co-ordiqated into a stream of services wlych gives rise to the 
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flow qf products constituting the National Output. There follows 
an elaborate *pro“ss of exchange, and fbis National Output re* 
appears as the National Income \ Dividend, tl^ whole c 4 it being 
divi^ed,among the parties psoducilg tt in proportion to the market 
value of,the flervitfe supplied by e\ch. Each party to production 
then, whether capitalist (or landlord;, business manager, or labourer, 
obtains a title to a flection o1 the total output,*a title whose sis* 
is meqfurcd by the market value of the service which he contributes, i 
This title represents a control over social resources and constitutes 
his real income.. From these conditions there arise a demand for 
money and for facilities in transporting capital.« • 

• In these circumstances, in contrast with the simplg conditions 
previously considered, each individual finds himself in ‘possession, 
not of the various products he needs for his aidstence, but of a 
claim to a share in the general flow of products emerging in the 
hands of private owners. The value of liis service gives him a 
right to a fraction of this flow, but not the means by which this 
right can readily be exercised. He needs some convenient means 
of administering his resources; some means of transferring portions 
of his property to other parties by way of payment for the various 
products he needs to acquire from them, by way of dues to the 
State, or by way of loan. He needs therefore to convert his title 
into some intermediate product which, being readily marketable, 
divisible, transferable and so on, serves as general purchasing 
power, and so may conveniently be employed as a means of pay- 
*ment. Many commodities possess these properties in greater or 
less degree ; but the highest efficiency is attained when this iijter- 
rriediate product is produced in the specialized form of ihoney, 
adapted by its supreme quality of general acceptability, ansi by 
its minor technical qualities, to be readily transferred from hand 
to hand as a means of payment. ^ 

While, in simple conditions, we have then an outflow of services 
and an inflow of products, in modem conditions we have an outflow 
of services c.xchanged into an inflow of money and an outflow of 
money re-exchanged into an inflow of products. It is with these 
inner streams of money, the intermediate mechanism, that we are 
now concerned. At their point of junction they will widen out 
into a pool; for the payments which each individual needs to make 
are irregular and uncertain, and he will consequently need to 
accumulate a part of his income and hold it in the form of a stock 
of money. The size of this stock, like thrA of his stock of other 
instruments, will depend on the amount W work to be done; it 
will depend primarily upon the volume and uncertainty of the 
payments he requires to make. Each individual, then, will 
forego part of the, ptoducts he can command and invest a 
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fraction of bis real income in the form of a stoj:k of f/umey 
as a means of conveniently adn^stering the resources which 1 m 
controls.# The amount of wealtlr'which he hold? in this particular 
fonp cons^tutes his individifhl^emand for money; th^^ura of 
the^' individual demands constjptes the total dcmaiftl for.money.* 
But there is ^ peculiarity in the relation between the total 
Oemand for money and the total»supply which may be noticed 
I even at this early stage, for its discussion brings out more clearly 
,the nature (*f money and the manner in wljjch itj^is its work. 
The total demand for money has been taken to b«!^e sum of the 
^quantities of goods which people forego in order to acquire their 
money sto^s. This aggregate quantity of goods, then, purchases 
the total stock of money, the stock of counters in which all values 
are expressed ; aiM this stock of counters does the money work of 
^ the community. Now, within wide limits, it is a matter of in¬ 
difference to the community whether the denomination of the stock 
of counters so purcliased is high or low, and whether the number 
of these counters is large or small. If the denomination of each 
counter is high, the value of the goods by which these counters 
were purchased is expressed in large figures; if the denomination 
is low, the value of these goods is expressed in small figures ; the 
stock of counters does the same work in each case, but does it in 
different terms, that is to say, at a different level of prices. Exactly 
the same argument applies with regard to the number of counters 
comprising the total stock. If the total quantity of goods con- 
^stffuting Demand purchases a large number of counters, each 
item of goods exchanges for many counters, prices are high and 
. each payment requires the use of many pieces of money. If, on 
^ the bther hand, it purchases few counters, prices are low and each 
payment is carried through with the use of few pieces of money. 

• More concretely, a stock of two hundred millions of sovereigns will 
carry through the total volume of payments at one price level, 
whUe a stock of one hundn^d millions will carry through the same 
^ volume of payitients equally well at a price level one-half as high. 
Owing, then, to the unique manner in which the money stock 
does its work—its operation as an intermediate stock continuously 
bought with goods and sold for goods—it differs in one important 
respect from other stocks of instruments employed by the com¬ 
munity. Its peculiarity lies in this : that whether it is composed 
of mSny or few counters, of high or low denomination, it will do 
no more and no less 'yian carry through the total volume of pay¬ 
ments. But if the economic services yielded by the total stock 
^ independent of the number and size of the units of which it is 
composed, it follows that the real value of the stock of money held 
by any country depends simply on the volumg of payments to be 
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effecipd; an^ that this value is measured t>y the quantity of goods 
which people are prepared to fmego in /srder to effect those pay¬ 
ments—in order fo obtain the means which |nable th«n to ad- 
ministv.their resources conrenieiKlyt 

• But whileSthe dumber and deno^nation of the pieces composing 
the total stock of money are properties which ^o not appreciably 
affect the services if performe, there are two properties which 
have jn important influence on these services. In the first place, 
the form in^yhich the pieces of money are supplied is«by no means 
a matter of ifitifference. The pieces may be printed on metal in 
the form of gold, silver, bronze and nickel coinsf or on paper in th» 
fcAm of notes, postal orders and cheques; each forjn possesses 
qualities which adapt it more or less perfectly to serve as a means 
of payment. If it is desirable that the cormunity should be 
supplied with machines technically efficient in the production of 
goods, it is equally desirable that it should be supplied with the 
forms of money which have the highest technical efficiency as a 
means of effecting payments. The second property which money 
should possess is of greater importance still. While it is true, as 
already shown, that the value of the counter—of the unit of money— 
is of no appreciable consequence, it is also true, as will be shown 
later, that changes in the value of this unit are very important 
indeed, for during their course they cause an upward or downward 
movement of prices which is accompanied by considerable social 
disturbance. If this important property, stability of value of the 
unit of money, is to be attained, there must be a continuous adjust¬ 
ment of supply to changes in the volume of money work to^be* 
done. 

This argument is intended to bring out the nature of theifirst 
service of the Money Market—that of the provision of a currency. 
The conclusion to which it leads is that the efficiency with which , 
the market performs this service is to be judged by the degree of 
success which it attains in supplying a currency of the highest 
technical efficiency, and in regulating the supply of this currency 
in a manner which so far as possible maintains the unit of money ' 
at a stable value. 

So far, the typical individual is seen as a party to production, 
who acquires a title to a fraction of the total flow of products by 
virtue of the service he contributes, and exercises this title by 
means of his stock of money. In order to distinguish the nature 
of his demand for the second service provicjltd by the market we 
need to examine the manner in which he employs the resources at 
his disposal. • 

The control which he is entitled to exercise over the productive 
capacity of the eomeuinity will be eruployed in the satisfaction 



MARKET IN RELATION TO MONEY AND CAPITAL 11 

of wants present and future; it be devoted partjy to polioses 
of consumption, partly t(j purpc^ of investment. In the former 
use, he dlftcts soci^ resources tf) supply him wfth products which 
are destroj^d by current consft.v>tion} and he does so by .means of 
the stream of money payments/ which represenfe thlt part of hiS 
income which hespends." In the latter use, he either directs 
Jocial resources to the constru-^ticn of buildings and other pro¬ 
ducts which yield up their satisfactions mainly in the futuse ; or 
he tf msfersito other parties, in exchange foj a ratOjAf interest, a 
control over resources which he himself does not ch'.w^ to exercise ; 
and he does so by means of a stream of money payments which 
represents that part of his income wliich maintains, or adds fo, 
his savings. 

The total real Resources annually devoted by people to these 
latter uses forms the annual supply of “free capital” in the strict 
sense of that term. In simple conditions, it would seem, the form 
in which this free capital appears is that of food ; for only when a 
community is able with a part of its labour to supply food for the 
whole can it release the remainder from the need of self-mainten¬ 
ance, and direct it to the production of stores, buildings and, above 
all, the tools by which it may cumulatively increase its productive 
capacity. In modem conditions, it would seem, tliis free capital 
originates in the form of a stream of miscellaneous products drawn 
from the National Output, by means of which materials are obtained 
from abroad, and business energy, labour and plant arc maintained^ 
during the period of production. The original stream of mis¬ 
cellaneous products, converted by exchange or by the productive 
energy it maintains into other forms, fx'comes less and less " free " 
as ii is transformed by successive processes into its final shapes: 
fixed capital, claims against foreign countries, or materials such 
• as munitions of war destined for immediate destruction. From 
this point of view, then, the annual stream of free capital, re¬ 
garded in the concrete, has no distinctive form ', for it includes 
. not only food and raw materials wliich may be turned to 
almost any use, but also liighly specialized products such as loco¬ 
motives exported to the Argentine and exchanged for wheat. *lt 
has, however, a distinctive quality ; for in order to be “ free ” 
it must be capable of conversion into buildings and plant, 
exportable goods, provision for national security and other forms, 
mat^Hal and immaterial, to which the capital of the community 
is devoted. It is, pe. haps, most easily conceived as the portion of 
the National Output which is not employed, by the individuals 
^ho control it, for purposes of current consumption; or, more 
simply, as that fraction of the total productive capacity of a country 
which is available for such purposes as H(e maintenance and 
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extefcjion of its business equipment, or for meeting the emergencies 
of the State. ■ . • 

As already nof5ced, portions w this surplus producti^l^capacity 
are-tran^rred by individuals wl» control it to other parties who 
bffer a price, t rate of interest, for\ts use. This transfer is efiected 
by means of the stock of money, in the form of ^ stream of general 
purchasing power, usually known as " free,” or " floating," capitah 
But what is actually transferred is clearly not capital, but Ojm- 
mand over fcpital, ^d it is of some importance to emphasize the 
distinction ; wWCommand over Capital may be readily expanded, 
and in times of active business is expanded, Without any corre<^ 
Sffcnding increase in the real capital which it controls. “ 

In effecting this transfer, it is the object of the investor to 
convey his “ capital" to those parties from \^om he can obtain 
the highest net return. But to do so is a task which involves 
much trouble and skill. It requires an intimate knowledge not. 
only of the business men and others who bid for the use of the 
capital, but also of the undertakings in which they are engaged; 
and the absence of this knowledge on the part of the ordinary 
investor constitutes a gap between the sources of the Supply and 
Demand of capital. There arises therefore a need for the services 
of expert intermediaries, such as the banks, the Issue houses and so 
on, who, being in touch on the one side with parties in possession 
of disposable capital, and on the other with parties anxious to employ 
^it, will bridge the gap between the two and facilitate the move¬ 
ment of capital from one to the other. The second service of the^ 
market Iks then in facilitating the movement of this stream of mopoy, 
of Command over Capital, whereby the control over a part of the 
productive resources of society which is available for capital u^s is 
transferred into the hands of those by whom it can most effectively 
be employed. i 

TWs, then, is the point of view from which we may regard money 
and capital. The supply of money in any community is a stock, 
essentially a stock of counters whose general acce^ability enables 
them to serve as a control over resources in generd and so form a 
ednvenient means of effecting payments. It is the business of the 
market to manufacture these counters in a convenient form, and 
to adjust their supply to the changing volume of payments so as 
to maintain the purchasing power of the unit of money as nearly as 
possible at a constant level. By so doing, it facilitates the di4>^tch 
of business transactions, thereby increasing t|fe efficiency of produc¬ 
tion, and adding to the size of the National bividend. On the other 
hand, the annual supply of capital in any community is a flow ; it & 
that part of the productive capacity of the community which can be 
spared during the from the task of satisfying immediate wants^ 
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and devoted to purposes such as'the maintenance and ext^^on 
of industrial plant and machinery. A part of this ahnual iww of 
free resojjifes is applied (firectlj^ py its owners f the remainder is 
transferred into the'hands of o»h« iparties, by way of loan end so on, 
through thc\gciicy of a stream owmoney, of contrdl ovw res6,urces, oh 
Grmmand over Capital, or, more loosely, capital. It is the business 
of the market to facilitate the movcinent of this stream of Command 
over Capital to the points of highest yield, just as a railway facilitates 
the movement of goods to the points of highest dcn^d. by so 
’doing, it enables a control over resources to pSss jy^fhe hands of 
^lose who can employ them most effectively, thereby increasing 
produijtive opacity and swelling the National Dividend. 



chapter III 

THE MARKET IN RELATION TO CREDIT 

^ (ff the market in each of the two services which' 

have just been discussed is influenced jn a very important 
• way by what is vaguely known as " credit.” Tije part 

played by credit in the market organization caimot be 
considered at all fully at the present stage. Its ixjportance lies partly 
in the economics arising from what may vaguely be described as the 
normal level of credit; partly in the influence which changes in this 
level exercise on the activity of the market; at one time greatly facili¬ 
tating its work and causing an undue expansion in its operations ; 
at another, checking its work and unduly contracting its operations; 
in either case, causing a disturbance in the adjustment of economic 
means to ends. At the moment we are concerned only to establish 
as clearly as possible the nature of credit and of the normal economies 
to which it gives rise ; in the following chapter the matter will be 
carried a stage further and some preliminary account given of its 
efiects in alternately stimulating and depressing the market. 

Jevons was so impressed by the ambiguities of the term " value ” 
that he thought the expression should be eliminated from the text*' 
books. He might with equal force have advocated the abolition 
of the term " credit.” Credit is used in many senses and is oftjn so* 
used in the same context, with the result that a vague impression is 
often given of something being created out of notliing, and an almost, 
mystical atmosphere is thrown over operations in themselves quite' 
simple and concrete. If, for example, one is told that a house is 
built " on credit,” it is only too easy to interpret^the term credit 
as meaning at the same time both the capital employed in building'- 
the house and the business reputation which enabled the builder 
to borrow the capital necessary for the purpose. Unless a definite 
mental effort is made to separate these inconsistent meanings, a 
vague idea is left in the mind that, by some obscure use of credit, 
bricks and mortar have been produced from thin air, when in point* 
of fact all that credit has done has been t^ enable capital to be 
transferred from the hands of one party, wko is thereby deprived of 
its use, into the hands of another party who has employed it to 
build a house. 

It seems to be qui,te impossible to find any definition of the term 

14 
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which covers aiJ the uses in which it is actually employed, bnt/his 
is hardly to be expected in view of the inconsist??*.* meanings which 
it receives^^Essentially credit seecis to be a condKott which enables 
a person to extend A5s control, as il»s/»«ct from his omershi^^ of ye- 
, sources. A "short phrase, power to borrow,^ though pot perfectly* 
accurate, is more convenient in use; thus a man’s credit is high 
*wien his power to wirrow is good a bank ^ants credit when it 
CTants the power to borrow and a credit currency is a currency ^sed 
^n the power to borrow. The point to notice especially is that credit 
lannot increase the supply of resources at themsp<j)iii^f the com- 
njunity; its functipn lies in facilitating the transfer of these 
* resourqfs from one party to another, Credit is a condition, a coif- 
dition whicn may be expressed on the one side as the power of 
business men and others to borrow from capitalists and on the other 
as the confidence on the part of the investor in the person to whom 
^^le entrusts his capital. The confidence of the investor and the 
power to borrow of the business man are two aspects of the same 
conditon, a condition which enables capital to move easily from one 
to the other. 

The statement does not, however, indicate clearly the economics 
which credit effects in the work of the market. In order that this 
may be done it is necessary to examine separately its influence first 
on the work of supplying money, secondly on that of transporting 
capital. 

The total stock of purchasing power may be conceived as con¬ 
sisting of three groups, each with its own characteristics, arranged * 
IMte'Chinese boxes, the one wit hin the other. The central group may 
be ta'ken to consist only of gold and be known as standard money. . 
I'he s cond and larger group, which may be described as currency, 
is composed mainly of forms of money which depend on credit and 
^re passed from hand to hand as a means of payment; it includes 
the subsidiary coinage which consists of titles to gold, notes which 
are promises to pay, and also bank deposits which are evidences of 
promises to pay and are transferred from one party to another by 
ineans of cheques. The third and largest group must be known as 
purchasing power and be taken to include not only currency but also 
all other means of, purchase, the most conspicuous of which are bills 
of exchange and the simple book entries which record a power to 
purchase granted, for example, by wholesale houses to retailers and 
tty retailers to coasimers. These three terms, standard money, 
currency and purchas^g power, will henceforward be used in the 
sense just defined, Nrhile the term " money " will be employed when 
noiparticular accuracy is required by the context. 

The distinction between these various forms of money, in itself, 
brings out the normal influence of credit on ttli^stock of purchasing 
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po^r. Credit, employed in this way, gives rise to an importiiiif 
economy ; in effect it multiplies the stock of standard money into a 
much larger stock of general purchasing power in thet^j^ of pro^ 
mises to pay. and, by so doing, enables the conanunity to substitute 
• for gol(j[ a nteansf of payment which is perhaps more®economical,, 
certainly more efficient. It should be noticed tliat these economies 
due to the substitutjon of p*i^pr for gold arise hum the function of * 
credit in extending the power to borrow. It may also be noticed 
that in consequence of this substitution the volume of purchasing^, 
power depeh*^ on I;he state of credit, tending to expand wheif 
credit is good and contract when credit is ba^ ; but this point ^ 
dutside the normal economies which at the moment are un^er dis- 
cussion and must be carried forward for consideration later. 

The economy effected by credit in the transport of capital though 
produced by the same method is different in character. It was 
noticed that between the investor and the party who bids for the” 
use of his capital there lies a gap due to lack of knowledge. This gap 
is partly bridged with the assistance of the Money Market. But 
even with this assistance the power of any business venture to obtain 
the capital it requires must be determined largely not so much by 
its actual earning capacity as by the estimate which the investor 
forms of the business integrity and ability of the parties in charge 
of the venture. In other words, the power of the venture to obtain 
the capital it needs depends very largely upon its credit, upon the 
confidence which its management inspires in the mind of the investor. 

‘ The public recognition of business integrity and abihty which is the 
basis of credit is then a very important means of promoting the’ftfe 
flow of capital in the direction required by the public interest, namely, 
in the direction of its highest net yield. The economy effect jd by 
credit in relation to the transport of capital is therefore very great, 
and is measured by its effects in increasing the productivity qf 
capital by enabling it to move readily to those points at which if 
yields the highest net return. 

Credit, then, by bringing borrower and lender into closer business 
contact, introduces these two important, normal economies. Iif. 
the first place, it enables Governments and banks—to take the 
most conspicuous examples—to borrow from the public. These 
borrowings recorded in the form of notes and deposits are the 
means by which the stock of gold is multiplied into a laiger and 
mote efficient stock of purchasing power. In the second jfeice, It 
enables the control over those resources wfjch are not devoted to 
purposes of consumption to be more readily transferred to the 
points at which they can be most effectively employed. t 

The higher the level at which credit is sustained in any com* 
munity tte large^ill these economies be. Inasmuch, therefore. 
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as credit is a means by which the efficiency of the (^iganizaliiltn 
of the Money Market is increased it must be reckoned as a part of 
the immaijt'ji^l capital of the country. In inteiifational relations 
the advantage to anJ'»Statc of a^iig-i reputation is evident enough ; 
^it is shown in the reduced costs at which its market ckn dfaw supplies 
of capital from foreign countries, and may be measured, in the 
ta^e of a country borrowing largely abroad, in terms of millions of 
TOunds per annum. It is, however, with the internal advantages 
Aat we are principally concenu^d. 

• A part of the immaterial capital of each country^ohsists, then, 
in^the normal level yf credit or, what is tlie same thing, in the 
•normal Ipvel of confidence on the part of capitalists in the business* 
integrity ana ability of those who bid for the use of their capital. 
The yield of this imnvirterial capital is expressed partly in the form 
of the lower gold reserw's which the country needs to hold against 
Its paper currency, partly in the more ellective application of the 
resources of whicli it disposes. It would be absurd to attempt any 
detailed analysis of the influences wliich determine the extent to 
which any country is able to avail herself of these economies ; but 
it may be worth wliile to notice some of these economics which 
show themselves directly in their effects on the Money Market. 

National character has clearly an important influence on the level 
of credit, and consequently on the development of an economical 
currency. Leoni Levi,- in 1880 , showed the effects resulting from 
the difference between the “ phlegmatic temperament of the Scotch 
and English, and the impulsive dis[X)sition of the Irish." “ The 
* Irish,''’ he says, “ are constantly alternating between the extremes 
of confidence and distrust. At one time they will avail themselves 
IT 1 a liiost inconsiderate manner of any facility of credit. At 
another, and immediately as credit is in any degree checked, they 
tall into a total want of confidence. In Scotland a sound public 
pinion respecting the currencies operates rather more efficiently 
than any bank restriction Act in economizing the use of gold. A 
person who asks fefr gold in payment of a note acts, in the eyes of 
Uk community, in a most unpatriotic manner, and contrary to the 
interests of the country. In Ireland the great body of the 
peasantry have upon the slightest rumour a desire to possess them¬ 
selves of gold in preference to paper." 

The possibihty of an economical and efficient credit currency 
necessarily lies in sustained confidence. Tliis depends not only 
on the character of the ^‘;oplc, but also on the stability of its social 
and political institutions.* In England political security and the 
growth of strong, old-established banks of high reputation have 
made possible the development of a currency which in pre-war days 
was, perhaps, the most efficient and, so far as V^je size of its gold 
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re^rve wa| concerned, almost certainly the most economical in the 
world.® In the U.S.A. a similar development has Iton hampered 
by exceptional Currency and banking legislation, but^ now in full 
progress. In Germany and FranCfe, on the f ther hand, where the 
threat of vfeir his always been more immediiLte, botl? the forms oS 
currency—notes and metal—and the still extrjisive habit of holding 
reserves of this currency at home, are evidence of a lower level or 
confidence and of its cost. . 

It seems tolerably certain, however, that the general level X 
credit is of far greater national importance through its influenSe 
in enabling capital to move easily to its most profitable empjpy- 
' ments cither at home or abroad. Imperfect confidence on th# 
part of the small capitalist, and imperfect knowledgfe on the part 
of the banks, seriously hamper the small "Indian entrepreneur in 
obtaining control over the capital he requires to expand his busi¬ 
ness. '■ The wealth actually possessed does a very small amount flf 
work owing to its inactivity. . . . The ditficulty of raising capital 
for industries is mainly the measure, even in India, not of the 
insufficiency or inaccessibility of money, Imt of the opinion which 
its possessors hold of the industrial propositions put before them.”" 

A writer in the Encyclopo’dia BritannicaP speaking of the " deep- 
rooted conservatism and caution of the French people in money 
matters," says ; “ It is true that they are liable to occasional 
outbursts of imprudence such as led to the loss of great sums in the 
Panama Canal Coy. ; but, as a rule, it is difficult to induce the 
average Frenchman to place lus money in anytliing which he does 
not think a safe interest-yielding security under French la^ ,*• he 
almost always wants to invest and not to speculate.” Tlie English 
are less cautious, and their investments have been less subject fb 
political influence ; their capital has been devoted less exclusively 
to first-class intcniational securities, and has moved more rea<Jily 
into foreign railways and industrial undertakings of a more risky 
nature. 

In Germany the vigour and enterprise of her business men, 
together with the comparative poverty of the country, has nuede 
the market primarily a domestic organization. The success with 
which her available resources have been applied to the develop¬ 
ment of industry and trade seems to have been largely due to an 
exceptionally efficient system of intelligence organized by the 
banks. This system has given them an-intimate knowicdgtf’of 
business men and their imdertakings ^ home and abroad, by 
means of which the ” credit ” of tfftse business men becomes 
an effective means of obtaining the capital required to give ooope 
to their energies. 



CHAPTER IV 


GENERAL VIEW OF THE MARKET 

■ '-^HE purpose of the preceding two chapters was to estab¬ 

lish the leading ideas which ar<; to Be cjpploycd in the 
, later treutnent of the subject-matter. The object now is 
• „ to recapitulate, in order to bring those ideas more closelj^ 
together ; to carry them a little further in order to present a pre¬ 
liminary view of the work of the market as a whole ; and, finally, to 
indicate the order in which the subject is to be dealt with in the 
following chapters. 

It was noticed that the orgaiiizalioii whose woik is to be con¬ 
sidered includes not only the specializeci institutions forming the 
Money Market proper, but the whole of the varied and indefinite 
arrangements concerned in the supply of two services : the manu¬ 
facture of money and the transport of capital. 

This organization may be conceived as lying between two 
groups: the one, the group of capitalists, i.e. of people with 
disposable resources; the other, the group of business men and 
other parties who apply these resources in their various uses. 
The market supplies the stock of money by means of wliich these 
reSoJrces are administered and at the same time supplies facilities 
by whidi these resources pass readily from the possession of one 
gyoup^nto the control of the other. Between these groups Com¬ 
mand over Capital is transfi rred in a continuous stream. 

. Credit, so long as it is at what may loosely be calhd its normal 
level,serves simply to facilitate the work of the market. It enables 
it, on the one hand, to multiply the ci iitral gold nserve into an 
appropriate quantity of conveJiient forms of purchasing [wwer. It 
enables it,-on the other, to facilitate the movement of resources 
from one [larty to another; if a larger fraction of the total 
flow of social resources is devoted by capitalists to investment 
purposes, that flow appears on the market as an increased supply 
of capital, is transferred to the parties who offer a price for its use 
aiKi'*nsults, without»’^isturbance, in the productive powers of 
sodety being applied more largely to produce such durable things 
as factories and machinery, and less to the supply of consumables ; 
corflrersely, if people become less thrifty, less capital is carried by 
the market into the hands of business men, purchasing power is 
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allied to .direct a larger fracfion of the total stream of resources 
to the product^n of consumables and a smaller fraction to in¬ 
creasing the stock of fixed ‘plant and other forms oncapital. 

. Rut' the im^rtant influence efcrted by Credit on the efiicient 
workiKg oflihcse processes must be set againstlthe greatdisturbancesi 
which are introduced by changes in its geneW level. Credit was 
defined as a condition wliich may be expressed on the one hanrf 
as fonfidence on the part of the investor, and on the other as a 
power to borrow j a condition which itself depejids on anotha 
and more gen^ial one, namely, the general level of confidence dh 
^ the part of business men in the future outlook. The level of (jin- 
fidencc in general includes therefore the level of confidence^between* 
the particular class of creditors and debtors, i.e. the leVel of credit; 
and a chang<' of confidence, by affecting tredit, affects also the 
work done by credit in facilitating the two services performed by , 
the market. • 

If confidence in the business outlook increases, investors become 
more willing to lend, business men are both more eager and more 
able to borrow, and capital flows more readily from the one to 
the other. Hut this is not all ; for the stock of purchasing power, 
being also dependent on the level of credit, is also affected. 

It is true that an incrisise of loans does not necessarily result 
in an increased supply of money, for a loan may be merely a transfer 
of purchasing power ; even so, howeyer, the transfer may result 
in the money being more actively employed. But a more important 
point is the fact that an increase of certain kinds of loans—in 
particular bank advances and trade credit—necessarily resillt# in 
the creation of new purchasing iwwer and not merely in its transfer 
from one party to another. •’ 

Hence a general increase in loans involves an expansion in the 
total volume of purchasing ix)wcr and an increase in the stream.ol 
Command over Capital passing into the hands of business men; 
an increase independent of the stream of raw materials and other 
forms of real capital which arc available for theif use. The competi¬ 
tion of increased purchasing power for the limited supply of real 
resources naturally leads to a rise in prices; and rising prices, by 
quickening the anticipation of profitable sales, reinforce the general 
confidence and so lead cumulatively to a further expansion of 
credit. At such times the market is thrown into a state of abnormal 
activity: bank leans expand, new compyfes are readily^afed, 
operations arc large and profitable. Wth declining confidence 
comes the converse train of effects : cctntracting credit, a smaller 
volume of purchasing power, lower prices and a market unduly 
depressed and inactive. 

In much the sdme way, therefore, as a chemic^ reaction p(o- 
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ceeds regiilarly while the temperature of the medium in which it 
is immersed trains constant, and as its action q^ckens when the 
temperatur&'^ses and slackens when it falls, so the operations of 
the Money Market, ^’nmersed as it were in a medium of, credit, 
'proceed regularly wly.'n the level of credit is normal,*quicJ:en as 
|his level rises and slacken when it falls. 

" These then are the main ideas with whicli a preliminary concep- 
Hon of the market may be formed : the manufacture of money ;,the 
transport of capital; the normal influence of g-edit in facilitating 
these operations; the effect of changes in the le' ,|tl of credit in 
alternately quickening the activity of the market <ind plunging it 
into deptession. 

The organization in which money, capital and credit work 
n their complicated ways to produce the phenomena of the Money 
tfarket has to be examined in the following pages with the object 
of tracing the social economies to which its work gives rise. The 
natural order of the analysis would seem to be to deal first with 
the normal work of the market and then with its work during the 
periods when it is unduly active or depressed ; but it seems im¬ 
possible to follow this order completely without breaking up the 
subject-matter inconveniently and introducing a good deal of 
tiresome repetition. The actual order adopted will then be some¬ 
what as follows. In the first place, a fuller account must be given 
of the economies arising from the supply of the various forms of 
purchasing power, and the social evils which result from arbitrary 
•valuations in supply ; the standard by wliich this part of the work of 
the market is judged being the technical efficiency of the means of 
pa 5 miei:t which it provides and the success with which the supply 
is adjusted to the volume of work to be done. Next will come an 
' xamination of the costs of production of capital, the nature of 
the economies arising from its use and the work done by the market 
in lowering its supply price ; this work being measured by its 
effects in lowering the cost at which capital is carried to the points 
vjjiere its productivity is highest. The work of the market having 
DMn outlined as a whole, a closer examination must be made of 
the more impx)rtant parts of its organization, in particular the 
banks and the market for negotiable securities. In the course of 
this examination it will not be possible to avoid considerable 
reiytjtipn; further, the length at which the different parts of the 
subject-matter are discissed will be adjusted rather to their diffi¬ 
culty than to their importance. 



PART II.—OUTf^INE OF TH^ THEORY 

of’ money 

CHAPTER V 

MONEY-THE QUANTITY THEORY, 

^ "^HE value of a unit of money, like the value of a unit of any 

other thing, is governed by influences operating through 
supply and demand, and is governed solely by influences 
operating through these channels. The exchange value 
of a yard of cloth tends to fall with every increase in the supply of 
that cloth and to rise with every increase in its demand ; similarly, 
the exchange value of the piece of stamped bullion known as the 
sovereign tends to fall with any increase in the supply of sovereigns 
or their substitutes and to rise with any increase in demand; in 
neither case can exchange value be affected except through the 
channels of demand and supply. 

This is saying no more than that the general theory of value 
may be applied to explain the purchasing power of the sovereign. 
in exactly the same way as it may be applied to explain the exchange 
value of everyday commodities, the rate of interest, or the 'evel 
wages. This general statement is not in dispute, but it is of some 
importance to lay emphasis upon it. For the theory of money 
contains certain minor peculiarities ; and there is a tendency, 
not actually to rest the theory on these peculiarities, at any rate 
to give them rather undue prominence, with the result that the 
theory comes to be regarded as a thing sui generis, distinct from, 
instead of a part of. the general theory of value. “ 

The first of these peculiarities lies in the fact that, with a careful 
definition of terms, it is possible not merely to say that a given 
change in demand or supply will cause the value of the sovereign 
to rise or fall, but to lay down a definite numerical relation between 
these two changes, e.g. that if supply is d^Soled, value isTSalwd. 

It is this feature to which the Quantity theory gives such great 
prominence. The second peculiarity lies in the fact that the 
ca\m lift aie mote complex and oi^ute 

than those govemmg tlie value ol Tfe 

Vshwte strengthensTthe tendency to regard the theory of money as 
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^ thing apart; for it makes it convenient to express the theory in 
a special forgr-that of a mathematical formula which’serves as a 
vice (as Dr. Marshall expresses it), holding together in a compact 
form the set^f ideaSj>)rquired t« deal with the theory. 

• For a bnef statJaient of the Quantity th^^dvy rw elaBorate 
^formula is required. (It will be sufficient to use a very simple and 
q!ute general expression—one wliich is applicable not only to money 


^ «If this equation .is applied to express the va'fue of cloth or 
copper,eP^t^e price of the yard or the ton ; D, the amount o# 
money exchanged against cloth or copper ; S,' the amount of the 
commodity exchanged against money. If, as now, the equation is 
applied to express the value of money, P -- the purchasing power, 
or exchange value, of the sovereign. But the meanings to be 
given to S, the supply of money, and D, the demand for money, 
are less obvious ; they must be derived from a general conception 
of the total volume of exchanges. 

During the course of a period of time, say a year, there takes 
place within any country a definite but unknown total of purchases 
or sales. This total may be mentally separated into two parts: 
the one being the sum of all the individual amounts of money 
exchanged against goods (including services) ; the other being 
the sum of all the individual amounts of goods exchanged against 
money. We have, then, a conception of the total purchases or sales 
effected during the year, in the simple form of an aggregate of 
money,*S, exchanged against an aggregate of goods, D. In every¬ 
day thought and language, S, the aggregate of money, would 
.naturally be regarded as forming the demand for goods. The 
simple converse leads us to regard D, the aggregate of goods, as 
forming the demand for money ; and it is so regarded for the 
purposes of this theory. There is scope for a good deal of dis¬ 
cussion in defining exactly what these aggregates S and D should 
•be taken to include, and for elaborating the equation in order 
•to show the various elements of which they are composed. But 
for present purposes this need not be carried very far. 

S would, perhaps, usually lx; taken to include coin and bank¬ 
notes in actual circulation, but not that part which was '' hoarded ”; 
it'^tVould include als». all deposits subject to cheque, without dis¬ 
tinguishing betweeh that part which was actively employed in 
the purchase of goods nnd that part held as a reserve against 
colttingencies. It would exclude purchasing power obtained by 
the creation of commercial bills of exchange and book debts; 
for these, separate allowance must be mad^. Further allowance 
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miat be mjde for money traraferred in the form of gifts, taxes 
and other pa)m^ts for which nothing tangible received in 
exchange. The aggregate of money exchanged against goods 
during the year^ being so defined,‘the nextistep is io ^ecogni^e 
• that e^h ifiecc of money may be so exchatWed several times in 
the course of a single year ; each piece has a'' rapidity of circula¬ 
tion.” It is convenient to take account of this by slightly elabfl'- 
rating the formula and substituting for S, nxr, where » = the^ 
number of units of money and r-their average rapidity o^ 
circulation. ,/ 

D does not, of course, include either those goods which 
fiot exchanged or those which are exchanged directly 'against 
other goods ; it includes only that aggregate which is exchanged 
against money. 

This aggregate we may call T, though it is not a total in quite 
the usual sense of the term ; for the units of which it is composed 
—the quantities of iron, cotton, wheat, human services and so 
on—are not homogeneous and. cannot be added together. It 
must be conceived as a vast collection of different quantities of 
different things, which can be expressed only in the form of an 
immense list. It is clear that each kind of thing entering into 
this total,may be exchanged once or many times; that goods, 
like money, have a certain average ” rapidity of circulation.” 
Further, the average numbt^r of times these goods are exchanged 
may alter considerably; it rises, for example, with the growth 
' of public joint-stock companies whose shares are continuqusly 
sold and resold on the Stock Exchanges ; and it falls when, in 
time of war, many goods which would normally pass thn^gh a 
series of hands are supplied by the manufacturer direct to the 
Government. This " rapidity of circulation ” of goods may, likei 
that of money, lx; expressed separately in the formula, or it may 
be allowed for by reckoning the yard of cloth which is sold four 
times as entering into T, not as one yard but asj, four. It is, how¬ 
ever, not usual to express this rapidity of circulation separately, 
and we need not do so now. The equation may, then, be written 
down in the simple form : 



nxr 


It cannot be maintained that this formufr leads to any very 
clear conception of P, the value or purchasing power of tte 
sovereign. ' ^ 

T has been regarded as the aggregate of the items of a pro¬ 
digious invoice, each^tem being a separate statement of the total 
quantity of some one kind of goods exchanged against money 



MONEY—THE QUANTITY THEORY .^5 

during the course of the year. The value of P niust then be 
conceived as{?an aggregate composed of a mii|ute fraction (the 

ith) of each of these items ; or, more concretely, as, this ag- 

f , . • 

gregate of small qymtities compounded into a " cooipoate com¬ 
modity.” It is a conception of the purchasing power of the 
sovereign from the {Xiint of view of a community regarded as a 
^single person spending the whole tif its money in the puiy^hase 
,of the whole of the commodities sokl. Thjfi conception serves 
well enough in considering the simpler (Iianges iii^he value of the 
«>vereign. , 

It fs clp>r that if the sole change occurring is that « or r is 
doubled or halved, then the value of P is halved or doubled, 
that is to say, the size of the composite commodity purchasable 
for a sovereign is one half, or twice, as large as before. The 
formula, therefore, brings out clearly the main peculiarity in the 
causes determining the value of money : namely, that the value 
of the unit varies inversely with changes in the total quantity. 
The reason for this ]X’culiarity has l)ecn discussed on pp. 9 and 10. 

Further, if T is doubled, in the sense that the quantity of each 
of the things of which it is composed is doubled, the value of P 
is also doubled ; for the sovereign will purchase a composite 
commodity of exactly the same constitution as before and of 
double the size. But in practice, of course, the changes that occur 
on the side of T are not so simple. What actually happens is 
th^t changes arc simultaneously occurring in oppo-site directions ; 
some things are increasing while others are diminishing in quantity, 
with Ac result that the constitution of the composite commodity 
—the proportions of its ingredients -alters. Even from the point 
of view of society as a whole it may be impossible in such cases 
to say whether, as a n-sult of the change, the purchasing power 
of the sovereign has risen or fallen ; it will buy more of some 
things, but it will buy less of others. And the matter becomes 
more complicated when we take account of the fact that in¬ 
dividuals spend their money on the various kinds of goods in pro¬ 
portions determined by their individual tastes ; so that a change 
of the kind considered may raise the purchasing power of the 
sovereign to some while lowering it to others, 
i, In practice, of course, a definite if somewhat arbitrary solution 
is’found by the of index numbers. For the comprehensive 
composite commodity with which we have been dealing there is 
^bstituted a simpler composite commodity made up of a relatively 
small number of representative goods. The constitution of this 
simpler composite commodity, that is to *say, the ingredients of 
which it is composed, is adapted to the nature of the consumption 
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of the particular economic group to which it relates. And changes 
in the size of the composite commodity purchasable fol^ sovereign, 
or what is the same thing, changes m the price of this composite 
coramodjfy, are tjiken as the index showing the rise on, fall in the 
‘value of'the ?»)vercign in the estimation of thelparticular economic 
group concerned. The manner in which the vmue of the sovereign 
alters in response to such caifees as a change in tastes or in tht 
natuix of commodities produced, and the precise method by 
which these chang(^ are measured need not coriegn us. The 
considerations s(/ich have been touched on are intended only 
tf establish two simple ideas : the one, that a“tolerably clear cow 
ception of the purchasing power of the sovereign may be formed 
in terms of the size of a composite commodity; the other, that 
an accurate conception of changes in this purchasing power may 
at times be impossible, and must be left to the more or less 
arbitrary decision of an index number. 

The value of the unit of money may be expressed in terms of 
the fraction of a composite commodity for which a sovereign will 
exchange. It may also be expressed in terms of the number of 
sovereigns which will exchange for that composite commodity. 
In other words, P, the purchasing ix)wer of the sovereign, and 



idea ; the one expression is the reciprocal of the other. That being 
so, the causes determining the general price level may be expressed 
in terms of the causes determining the purchasing power of the 
sovereign, and those .again in terms of thc^ Supply and Demand df 
money, or T and nxr. To put the matter more concrotelj^; no 
change can occur in the general price level except as a result of 
causes affecting the quantity or rapidity of circulation of goods 
(including services), or the quantity or rapidity of circulation of 
money. For example, a rise in wage rates, i.e. a rise in the price 
and not in the quantity of certain of the things offered against 
money, cannot in itself alter the general price level; though, of 
course, such a change will Ite followed by a rise in the price level if 
it leads to reduced output or if it leads, as during the war, to an 
expansion in the supply of money. 

The Quantity theory of money has been so long a centre of 
controversy that it would be absurd to attempt any detailed 
criticism within .the limits of tliis chapter; heverthelcss, one 'or 
two general considerations may be touched upon. 

It will be noticed that much of the aplwrent simplicity which 
makes the theory so attractive to the mind disappears on closer 
acquaintance; special, allowances must be made for money pay¬ 
ments against which no goods are received, for money.tempor^y 
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hoarded and so on. However, the accuracy of the Vieory, when 
the terras iii#which it is expressed are properlf interpreted, can 
now hardly be disputed; the question is one rather of the con¬ 
venience which it affords in the statement and solution of Inqnetary 
problems. 

In touching upon that question it must be noticed that the 
theory gives great prominence to the simple numerical relation 
* connecting changes in supply and demand with consequent changes 
in the value pf the unit of money, the sovcrcjgn. By so doing it 
brings out with especial clearness the considcratidtiVhat the amount 
mt work done by the total stock of money is independent of tljp 
sire ofShat stock : it shows, for example, that if, without any other 
change, the world's stock of gold money were doubled, the addi¬ 
tional gold would add nothing to the efficiency of the monetary 
system ; the doubled stock would carry through the same amount 
of money work as before at a price level twice as high ; the resources 
employed in the production of the additional gold so used would 
have added nothing to the well-being of society. It is an advantage 
of the theory that it enables this simple numerical relation to be so 
clearly seen ; but the advantage is gained at the cost of attracting 
attention to that which is exceptional in the causes governing the 
value of money, rather than to that which is common in governing 
alike the value of money and other tilings. It seems to be true 
that for the imperfect solution of most practical money problems 
(which is all that is attainable), it is sufficient to know that an increase , 
or .decrease in the supply of money tends to cause a fall or a rise in 
t^e value of the sovereign; the fact that there is a tendency for 
this consequent change to be proportionate to the change in supply 
teems to be a matter of minor importance, for it is so intermingled 
, with other tendencies that its existence is beyond the strength of 
statistics to detect. 

Further, this theory deals only with the relations between the 
total demand for/money and its total supply. It does not construct 
this total demand from the individual demands on which it rests; 
and, indeed, it throws little or no light on the nature of this indi¬ 
vidual demand or the manner in which it is satisfied. On the 
grounds, therefore, both of convenience and completeness the theory 
is supplemented in the following chapters by a statement based on 
the evidence givan by Dr. Marshall before the Royal Commission of 
1888, on Recent Changes in the relative values of the Precious 
Metals. 

, As a preliminary to* further discussion, it is convenient to notice 
the different aspects in which money may be regarded. In dealing 
with the Quantity theory, it is considered iprimarily as a quantity 
of counters, in terms of which the values of all other goods arc 




specific services ; and later, When dealing with banking, it is con¬ 
ceived /ather as | title to resources m general, or as a quantity of 
•&)mma»d oiTer Capital. 



CHAPTE.R VI 
THE DEMAND FOR MONEY 


^ ~^HE statement that money is a mearle'of exchange is 

* not quite t^mplete. It is true tliat money is the meaijs 

' by wliicii eacii p'rson is enabled more easily to oxcliange 
his own product for the products of other people, and it 
is true that this is much the most important part of the work 
which it does ; but over and alx)ve this it is the means of effecting 
payments which can hardly be described as exchanges ; for example, 
allowances made by fath<“r to son, the payment of rates and taxes 
and, perhaps, certain kinds of loans. It seems therefore to be more 
accurate and more convenient to describe money as a means of 
effecting payments. 

In a modem community each jjerson with resources at his dis¬ 
posal needs some means by which he can employ these resources in 
order to obtain goods from other parties, to pay liis dues to the 
State and to meet more uncertain demands to which he may l;e 


exposed. The resources at his dis[X)sal are not usually in a form in , 
\<l!ich they can effectively be employed for these purposes ; a steel 
manufacturer cannot readily pay liis rates with steel billets or a 
workAian buy bread with personal services. Each therefore will- 
find it convenient to hold a part of his resources in the form of a 
stock of something which, Ix-ing generally acceptable and easily 
transferable, serves as general purchasing power and may be readily 
passed from hand to hand as a means of making payments. 

He wiU of cou/se have to forego interest upon the resources which 


he invests in this particular form of a stock of money, but he will 
obtain instead facilities for making payments, which may be 
expressed as a return of convenience and security. His stock yields 
him an income of convenience, for it reduces the cost and trouble of 


effecting his current payments ; and it yields him an income of 
security, for it reS^ces his risks of not being able readily to make 
payments arising from contingencies which he cannot fully foresee. 
The investment of reso^ces in the form of a stock of money which 
facilitates the making of payments is then in no way peculiar; it 
conesponds to the investment by a merchant in the office furniture 
which facilitates the dispatch of business, t» the investment of the 
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farmer in agricultural implemenfs which facilitate the cultivation of 
his land, and indjed to investment generally. I| 

Such being the nature of an indiYidual's demand for money, we 
ha,ve now to consider the causes governing its amount. ^In order to 
• do so, let u#jirst state the general principle on which an individual 
distributes his resources among their various uses, and then pass on , 
to consider the causes determining the amount which he investe 
in this particular use—money. 

■fhis general principle is familiar enough. As a person extends 
the applicatioiv pf resources in any particular use, the yield from 
^ach successive unit of resources so applied sa'ir.fies a less and 1^ . 
urgent need. Accordingly he presses their employmepjt in ecch use 
up to that point where in his judgment the marginal yield is equal 
all round; for if this yield differed as between any two uses it would 
pay him to transfer resources from one to the other. Resources 
devoted to consumption supply an income of immediate satisfaction ; 
those held as a stock of currency yield a return of convenience and 
security; those devoted to investment in the narrower sense of the 
term yield a return in the form of interest. In so far therefore as 
his judgment gives effect to his self-interest, the quantity of re¬ 
sources which he holds in the form of money will be such that the 
unit of resources which is just and only just worth while holding in 
this form yields him a return of convenience and security equal to 
the yield of satisfaction derived from the marginal unit spent on 
consumables, and equal also to the net rate of interest. 

This distinction between the yield of convenience and security 
brings out the consideration that the stock of money held by' a 
business man serves not only to effect his current payments b'^t also 
as a first line of defence against the uncertain events of the future. 
This first line is supported by his power to borrow from his banker 
and perhaps by a holding of Stock Exchange securities. It may be^^, 
noticed as a corollary that the banks and the Stock Exchange, by 
increasing the facilities for borrowing and for selling securities, in¬ 
crease the power of business men to make payments in times of 
individual neassity; in effect they insure him in part against his 
individual financial emergencies, and so tend directly to reduce the 
stock of money which he needs to hold. 

If we arrange a business man’s investments in order of their 
marketability, we may regard his resources as r^tdbuted among a 
series of uses ranging from his stock of the supremely acceptable 
thing, money, up to his investments in the permanent plant from 
which he draws his main money income. This arrangement con¬ 
veniently illustrates the essential similarity between the distribution 
of resources by a bpsiness man and the distribution effected 
by a bank, where the two main considerations, the need to 
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meet current wd continent deniaitck and the need to earn a profit, 
are shown in fearer contrast. In order to meet|CurrAit and con¬ 
tingent pa3mients over the counter or through the Clearing House a 
banker holds the till money and the balance at the Bank ot England 
► which (in normal times) yield him only an inconlb oftconveihience 
and security. His second and third lines of defence are his short 
Jpans and his holdings of Stock Exchiyige securities, readily market¬ 
able and 5delding only a low rate of interest. * The rest of his re¬ 
sources, like those of the business man, are employed in the Ihore 
•profitable us?s from which they cannot re^lily be withdrawn. 

too, with tile H^ink of England. Ihc stock*which yields an 
incom%of convenience and security is in this case the gold reserv^ 
for gold is ffie only thing which is geni'rally acceptable as a means 
of effecting the payments which it may be called n|)on to make. 
Behind this, as with the other bank-, are ranged in order its short 
loans, its holdings of securities and tinall)' the more jiermanent 
uses in which its resources are engaged. 

Given this general principle on which business men and bankers 
alike allocate their resouria-s among comixling uses, let us turn 
to consider the S|X'cific causes deterniining the quantity of re¬ 
sources held in the form of money. The demand of an individual 
for consumables, machinery or Stock Exchange securities is the 
amount of resources which he devotes to the purchase of these 
things ; similarly, his demand for money may be stated as the 
amount of resources which he devotes to this particular use. On 
what does the volume of this particular demand depend ? The ' 
ansVer, already given, is that it depends on the volume of his 
curreij(t and contingent payments ; but it seems to be of some 
importance to investigate this a little more closely. 

It is clear enough that the size of the money stock held by a 
business man depends mainly on the volume of his cuirent trans¬ 
actions, but it is not quite so obvious that it depends also on the 
degree of uncertainty in his business situation. 

Contrast the position of two merchant firms, let us say the 
shipper ” of woollen goods, who buys from the home manu¬ 
facturer only in response to foreign orders, and the " merchant ” 
who buys similar goods in anticipation of foreign demands; they 
may both need to hold the same volume of money to carry through 
their current trat^actions, but the latter firm will need to hold a 
larger stock of morlsy (or other readily available resources) because 
of the greater uncertainty in the incidence of his feceipts and pay¬ 
ments. Again, two banks may need about the same amount of till 
nllmey and reserve at the Bank of England to meet the current 
demands made over the counter or through the Clearing House; 
but if, as we may suppose, the one bank differs from the other in 
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the circumstance that its deposits are composed jnredominantly 
of a few laife b^ances lodged by foreign bankers, ^ must hold a 
larger reserve against contingencies; its stock of money will need 
to bear a larger proportion to its total payments than that of its 
, rival. ■; • * * 

Even in normal circumstances, therefore, the size of the stock 
of money held by a business ®ian depends partly on the volume qf 
his current transactions, partly on his individual business out-* 
loold The distinction is, perhaps, even more marked when this 
outlook changes, for wlien the general outlook 'is improving,* 
rising confidcndl; im^vitably encourages busjness men to invest 
Iheir resources more closely—to be less reluctant to " l^ck up 
their capital”; just as it encourages the banks to recTbce the pro¬ 
portionate amount of their " cash ” by expanding their loans. 
On the other h.ind, when confidenc(' is declining, the amount of 
money which a business man requires to carry through Ids current 
transactions may be no greatiT than before ; nevertheless, his 
apprehension of the demands that may be made on him is likely 
to cause a great increase in his demand for money as a reserve 
against contingencies. If apprehension becomes general, there 
may follow a condition of crisis accompanied by a great and urgent 
demand for money, not so much to meet current payments as to 
provide against pros[X‘ctivc payments whose volume is unknown. 

These considerations lead to a definition of the demand for 
money rather different from (though not inconsistent with) that 
laid down by the Quantity theory. In that theory the demand 
for money during the year is taken to be the aggregate of g6ods 
(and services) exchanged against money during that periijd. If 
we add to tliis aggregate of goods, the total of allowances, aues to 
the State and other similar transfers for which money is employed, 
we obtain the total volume of payments. Can this total, the * 
volume of payments to be effected, be properly regarded as forming* 
the demand for money ? Tliis question must Ijc answered in the 
light of the considerations wliich have just been noticed. 

It seems undeniable that the volume of payments is the sole 
source of the demand for money; for the essential function of 
money is to serve as a means by wliich payments are facilitated. 
In order to carry through his payments quickly and conveniently 
each person holds a part of his resources in the Ji>rm of a stock of 
money. The size of that part of this stock'wliich he holds to 
carry through 'current transactions depends directly upon the 
volume of his payments; as the volume of his business trans¬ 
actions rises or falls, so he makes large or smaller provision of Ae 
means by which these transactions are carried through. But the 
size of that part of this stock which he holds as a first line of defence 
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emeiMcies depends less directly upon the of Ms 
paytnents; it Spends upon his estimate of contlig«ht> payments, 
and (unsequientl^' varies with Ms state of mind, or, wore concretely, 
(With tlie busjness outlook. If he is apprehensive,^Ms deiftatjd fpr 
‘money rises, and prices tend to fall as a result of the withdrawal of 
money from active circulation into reserve ; if he is confident, his 
■to land for money for the purpose of a n'serye falls, and nioney 
il released for active circulation, with a consequent tendency ^o a 
rise of prices. It seems reasonable, therefore, to regard this latter 
Jart of the aggregate money stock as a reserve whpse size is regu- 
Ifit^ largely by the general level of confidence—a feservoir from, 
which woney^ flows into active circulation when times are good, 
and into which money flows from active circulation when times are 
bad. TMs ebb and ^ow of money would, perhaps, usually be 
regarded as changes in the volume of hoarding; but the char¬ 
acteristic of a hoard is its uselessness, and the characteristic of a 
reserve lies in the fact that it does money work, though of a rather 
diflerent kind from that of money in active circulation. Accord¬ 
ingly it seems that theory is brought into closer relation with the 
facts when wc recognize that part of the demand for money arises 
from the need to make provision against contingent payments, and 
that tMs part of the demand fluctuates in response to changes in 
the general condition of confidence in some measure independently 
of the volume of payments. 

The discussion leaves a choice of two forms in wMch the demand 
for money may be expressed. Just as the demand for agricultural 
'impldkncnts is derived from their yield of services in cultivation, 
and is* Represented as the quantity of resoiira-s devoted to tMs 
use, so tne demand for money, derived from its yield of convenience 


and security in effecting payments, may be represented as the 
*^antity of resources held in the form of a money stock; this 
inception is completely in harmony with the preceding discussion, 
and is apparently that adopted by Dr. Marshall when giving Ms 
evidence before the Gold and Silver Commission. Alternatively 
we may go a. step farther back and regard the demand for moneyas 
represented by the volume of payments to be effected; interpreting 
this as the estimate of the volume of pa5mients, present and 
prospective ; tMs view has the advantage of being more easily 
realized and more»closely in touch with the origin of the demand. 
The choice between ihese two forms of expression is one to tje 
determined on grounds of convenience. 

Implicit in tMs discussion are three considerations. First, that 
the individual’s demand for money is expressed and satisfcd In 


just the same way as Ms demand for ordinvy commodities ; he 
<&tribates Ms, resources in such a way as to satisfy each need 
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down to t^e same level of urgency. Secondly, tint the sum of 
these indiindual Slemands constitutes the total dem^d for money. 
Fifially, that this total demand contains a peculiarity found only in 
tl)e theory of money; the nature of this peculiarity Md its cause 
have’heen 'discussed on pp. 9-10. 

The question now arises—What are the specific properties 
demanded in the tjiing which is to serve as money ? , 

These properties have already been indicated in part. It & 
dear that the first and all-important characteristic of money must 
be general acge^tafeility ; it is this characteristic wflich gives it itS 
^ general purchasing power and consequently enables it to serve ^ 
an effective means of making payments. Logically, perh^ips, this* 
essential property of money may be held to include the minor 
qualities on which the technical efficiency depends; for it can 
hardly be generally acceptable in the fullest sense of the term unless 
it has those properties of portability, divisibility, durability and so 
on which enable it to be readily transferred in small or large 
amounts from one party to another. 

A discussion of these qualities would be of little interest; in 
any case it would be hardly practicable in any short space, for the 
kinds of payments to be made differ widely, and each kind sets up 
a demand for a form of currency having the particular technical 
qualities required for its own purpose. Wage and retail pa}ments 
tetween people who have no great faith in the trustworthiness of 
banks or governments give rise to the need for a metallic coinage, 
while the transfer of funds on a large scale from one place to another 
calls for some more developed form of currency of the nature of 
cheques or bank drafts. t 

So far the properties considered have been those which are 
important in the currency, i.e. in the media which can be passed 
readily from hand to hand as an effective means of making currenf. 
payments. More difficult questions arise in connexion with the 
properties required in the use of money as a Mandard of value, i.e. 
as the unit in which contracts to make future payments are ex¬ 
pressed. When any party enters into a contract involving a future 
payment, when, or example, he buys goods by giving an undertaking 
to pay a number of units of money at some distant date, it is 
evidently of the first importance, both to the party who will pay 
these units and to the party who will receiyj' them, that their 
exchange value, their purchasing power, shall not have altered in 
the interval; "or, at any rate, that it shall have altered only in a 
way which was easily cdculable by bothv If the unit in whiclj the 
one side of the contract is expressed varies in a way which is qot 
foreseen, economic .adjustments are rendered more difficult and 
uncertain. Those who are in the best position to anticipate the 
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change can prott at the expense of'the less well-Wonntd, business 
generally beeches more risky, and there occur’transferences of 
wealth quite arbitrary in character and quite incalculable in their 
social effects^ The demand for money, therefore, /equireS t^jat it 
%hall possess this further property, that each unit sUhll be free 
from arbitrary changes in value. 

I The conclusions of this chapter aK then that the demand for 
money arises from the volume of payments, and is a demand^or 
media adapted to two main purposes, and consequently possessing 
^ro distinct prdperties. They must possess, first, th^general accept- 
jJ)ility and those minqr qualities which fit them to serve as a con-» 
‘venient\means of effecting immediate payments. They must 
possess, secondly, the stability of value which enables them to serve 
as a suitable basis for contracts involving payments to be made in 
the future. There are therefore two main questions to be dealt 
with on the side of supply. The one is concerned with the technical 
efficiency of the means of payment and the economies to which they 
give rise ; the other is concerned with the means by which the unit 
of money can be given stability of value. These questions will be 
taken up in order. 



CHAPTER VII 

THE SUPPLY OF MONEY; ITS TECHNICAL 
EFFICIENCY 


r 


^HE first question to be dealt with on the side of Sup^ly^ 
is that of the various forms of purchasing poweijfmanu- 
factured by the market, and their technical'efficiency as 
means of making payments. 


If it is true that general acceptability is the essential character¬ 
istic of a currency, one might suppose it impossible to produce any 
currency which could displace gold. Gold is acceptable at all times 
and at all places. This for two. reasons : the first, more important 
in the past, lies in the fact that it has a high value apart from its 
value as money; the second, of the greatest importance now, arises 
from the fact that it is the medium in terms of which contracts of 


all kinds are expressed, and consequently tlie means by which those 
contracts may unfailingly be discharged. Gold is then the one 
universally acceptable medium in this sense that it is the ultimate 
means by which transactions between any two parties may at 
all times be discharged throughout the greater part of the world. 

But it is not the universally acceptable medium in the ^sase 
that it is the most convenient means by which transactions'may be 
carried through. Indeed, the perfect negotiability of gold is itself 
one of the main causes of its inferiority in competition with other 
forms of currency, for it exposes the party who holds or transmits' 
it to considerable cost and risk in safeguarding himself against loss. 
Hence it becomes more convenient in practice to substitute for the 
metal itself titles to gold which may be limited in their negotiability, 
and may be held or transmitted from place to place with greater 
security and lower cost. This substitution evidently contributes 
materially to the efficient dispatch of business. Some idea of its 
importance : some idea, that is to say, of the importance of the 
economy effected by the market in manufacturing convenient 
forms of currency, may be formed by contrasting the hypothetical 
condition in which gold was the only means of payment with 
the conditions which actually exist. 

If gold were the sole means of making Da5nnents in international 
trade, every import ?nd export would be duplicated by an export 
and import of metal millions of pounds of gold would be con- 
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sUntly in coij^ of transit; and the costs of larri^ie and risks 
of its transmi^ion would form a very heavy tax on all trade between 
one nation and another. In actuil conditions, of course gold is 
I not so used.** It remains the ultimate means by wHtch igteraatioAal 
indebtedness may be discharged; but it is now employed oiJy when 

* other means are unobtainable, or are obtainable only at a higher 
cost. Bills of exchange are far more economirSl in use. They are 
promises to pay gold usually at some future date ; but before *ltat 
»date is reached bills requiring the movement of gold in one direction 
are set off by other bills requiring the movement t)f gold in the 

•^pposii:e direction. aV.d the actual transmission of the metal i^ 
avoided. Even when these bills do not fully sot off one another, 
and there is a balance of indebtedness to be met, it may still be 
cheaper to settle that balance by the export of other readily market¬ 
able goods, in particular. Stock Excliange securities. The cost 
of effecting payments by means of gold is equally evident in home 
trade. Its perfect negotiability enables a thief to make full use 
of it, while its weight makes it a costly means of settling distant 
transactions. If it were the sole means of effecting payments, 
business men would need to build strong rooms and safes to 
safeguard their stocks of money, and would incur heavy costs 
in tjansmitting it from one plao to another. 

These are the conditions which form a basis of comparison, on 
which one may rest an estimate of the importance of the economies 
arising from the work of the market in substituting more con- 
»vefljjint forms of purchasing power. The market effects these 
economy in substantially the same way in all highly developed 
countries. In foreign trade it substitutes telegraphic transfers, 
bills of e.xchange and securities ; in home trade it enables each 
country, in effect, to take a quantity of the metal from the inter- 

• wttional gold market, to hold this as a stock, and to multiply it for 
internal use into a kirger stock of purchasing power in the typical 
form of titles to gold. 

Prior to the war, of course, gold was itself largely used for 
currency purposes, the amount actually in the hands of the public 
being in the neighbourhood of £80 m.” Since that date Treasury 
notes, a cheaper though not necessarily a more convenient form of 
currency, have- l^n issued to the extent of about four times that 
figure, and gold has been withdrawn into central reserves to serve 
as a means of making payments abroad, and as the basis of the 
internal stock of paper cqjrency. 

In England the supply of titles to gold into which the central 
Stock is multiplied takes many forms, each adapted to some par¬ 
ticular kind of payments. * 

Substitutes' for gold which are printed on silver and bronse 
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arc evidenfty m^e convenient for the minor transitions in which 
they are employed than would be the minute portions of gold 
which they represent. Their use in wage and retail payments is 
consiUeraWe, tlfe total quantity of silver employed & the United" 
Kingdom in 1910 being about £24 m.’ 

Titles in the form of .bpnk-notes are more convenient thaj^ 
gold for certain kinds of transactions, but their use is very limited. 
In'England, Bank of England notes are employed, for example, 
in payments such'as solicitors’ settlements which <must be made 
in full legal fbrtn, and by holiday-makers in places where they are 
' not known ; but the average amount actually in the han^ of the 
public in pre-war days probably did not exceed £8 m.' ’ Notes issued 
by Scotch and Irish banks arc used for more general purposes, but 
amounted at the same date only to about £15 m., while the total of 
those issued by provincial banks in England was only a few hundred 
thousand pounds. At the same time the annual issue of Postal 
and Money Orders, especially adapted for small and distant pay¬ 
ments, was about £96 m. 

Last in order of development and much the most important 
are cheques, which are titles to gold one stage further removed; 
lor they are not direct promises to pay gold, but orders drawn by 
one party on another party, the banker, who undertakes to pay 
them in gold. They depend for their acceptability, first on con¬ 
fidence in the drawer, secondly, on confidence in the banker on whom 
they are drawn; if this confidence fails their use ceases. Given 
this confidence, however, cheques are by far the most efeient' 
form of currency yet invented, and are especially adapted (to make 
distant payments of large and irregular amounts. They are 
quickly " cleared ” by an efficient system of ^ntral and local 
Clearing Houses. They carry with them a title to gold; the}^' 
form a convenient record of transactions; their negotiability m&y 
be restricted in a manner which makes them, practically valueless 
to anyone but the owner; and, finally, they may be adapted 
in amount to the needs of each particular operation. By means 
of cheques, bank deposits form, as it were, an ad hoc currency, a 
currency created in adaptation to particular payments as they 
arise. The volume of this currency is to be measured by the 
volume of bank lodgments, or rather by that of them made 
specially for the purpose, namely, lodgments on current account. 
Only tluee or "four banks distinguish lodgments on current account 
made for cheque-making purposes from, those on deposit account 
made in exchange for a rate of interest. If these banks ma^jr be 
properly regarded as representative in this respect of the whole 
system, the total lodgments forming the basis of the cheque 
currency in England amounted in 1913 to about £566 m, (cf. p. laS). 



About one raiifcn cheques were drawn each worl^ d^y, while the 
aggregate vaifte of cheques and bills passing through the Clearing 
Houses in the course of the year reached a total not far short of 
£17,000 m.»o ^ . 

Broadly speaking, the total volume of lodgments?on !current 
account may be regarded as equivalent to a stock of bank-notes 
*of similar amount held in the pockets of the, public. When an 
account-holder pays away a cheque of £5 the effect is substantijdly 
^the same as when a note-holder pays away a note. The cheque 
is paid into another account, the note goes into^spme one else's 
►perdeet; tlie total volume of lodgments and the total stock of notesi 
outsta'Ading remains unaffected. In the one case an individual 
makes over to his banker the use of resources and receives in 
exchange the right to draw cheques for an equivalent amount as 
and when he needs to make payments ; in tlie other, he makes 
over the use of resources in exchange for an equivalent amount of 
ready-made currency available for the same purix)se. 

In addition to the various forms of currency manufactured by 
the specialized institutions of the market is the purchasing power 
created by manufacturers, merchants and others when they allow 
their customers to buy goods from tliem on an implicit promise 
to pay recorded in the foini of a book debt. It may be objected 
that this system of trade credit dws nothing but postpone pay¬ 
ment, that it merely defers the use of currency and consequently 
adds nothing to the average volumi: of purchasing power. This 
wouW be only partially true if the total volume of book debts 
w’efd’aiways about the same; for although in that case the creation 
jf new'book debts would proceed concurrently with the extinction 
)f old book debts by the use of currency, it would still be true that 
he average volume of purchasing power liad been increased by the 
,{pere fact that payment was diderred. Tlie average volume of 
these deferred payments would still constitute a net addition to 
the total stock of purclwsing power, for corresponding to it would 
be an average volume of goods purchased without the use of currency. 
The significance of book dc;bts, however, lies less in the addition 
which they make to the average volume of purchasing power than 
in the ease with which they are expanded and contracted, and in 
the fact t hat th ese variations arc free from any control on the 
part of the ma?ket organizations whose business it is to regulate 
the supply of purchasing power. If, for example, the immediate 
outlook is favourable and business men wish to increase largely 
stocks of materials^nd finished goods, their ability to purchase 
against book entries constitutes a net addition to the total volume 
of purchasing power in the same way as, in.similar circumstances, 
would an expansion of cheque currency. But while the latter 
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form of expansicu is more obvious and can be ^ealt with by 
the Bank of En^and or the banks generally, th§ former kind 
of expansion is quite beyond their control. These considera* 
tiqns are, howeyer, bound up with the question of,4he regula¬ 
tion of* th# supply of purchasing power and must be dealt 
with later. 

It should be noticed that the implicit promise to pjay represented ' 
by a book debt is frequently embodied in an explicit promise in 
the*torm of a bill of exchange or promissory note. Some of these ^ 
bills and notes, tnay*be passed from hand to hand, an<i so used as a 
means of payment in a number of successive-purchases; in so^ar*. 
as they do so, they multiply the purchasing power created 'by the 
book debt which they represent. It seems very improbable, how¬ 
ever, that in English home trade their effect in this way is at all 
considerable. Their importance seems to lie rather in their effect 
in converting a book debt into a form of security which enables 
the creditor, by discounting the bill, to replenish the resources at 
his disposal. 

This description of the various forms of purchasing power in 
use in the United Kingdom suggests the enormous increase in the 
technical efficiency of the means of payment due to the market. 
The stock of gold is expanded by specialized organizations into a 
larger stock of currency in forms which greatly lower the cost of 
making near and distant payments. It is further expanded by 
the more informal organization of the market into a still larger 
volume of purchasing power in forms far more efficient than gold 
as a means of payment. This total volume is composed esseauHHy 
of titles to gold in the form of promises or orders to pay ; it is based 
on confidence or credit. The normal level of credit, that is to say, 
the normal level of confidence in the Government, the banks and 
the business men of the country, is the condition which enable^, 
the market to substitute these more convenient means of payment 
for gold ; it determines the multiple which relates the stock of gold 
to the total volume of purchasing power ; and is consequently 
the main determinant of the proportionate size of the gold reserve. 
The use of credit to effect these normal economies brings with it, 
however, serious disadvantages. It makes the volume of purchasing 
power dependent on the state of credit. If the use of credit could 
be properly controlled it would bring with it the iSde'A advantage 
that the volume of purchasing power could be readily adapted to 
the volume of "money work to be done. In fact, however, this 
control is imperfect, and changes in the le'vel of credit bring wUh 
them great changes in the volume of purchasing pwwer, which, 
being in no close relation to changes in the volume of money work, 
cause changes in the Value of the unit of currency, t.|, the level of 
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inices, and intii^uce very important disturbances in adjust'' 
atent of social iBsources to socid needs. 

As already stated, the practice of multiplying a central stock of 
gold into a lejrger and more elastic supply of titles to gold extend 
to all developed countries ; but the particular form of tftese'.trtles, 
and consequently their efficiency, varies a good deal as between 
one country and another. In the United States political influences 
have greatly checked the development of the most efficient forms 
^f currency and, until recently, loaded the country with heavy 
stocks of gold and silver inefficiently employed. * Ne\prtheless, the 
.aheque system in this and other English-spaaking countries has 
been afec to take its proper place as the most important of the 
means of payment in use. By way of illustration it may be noticed 
that the proportion of the total amount of payments made by 
cheque in the United States has been estimated to be no less than 
92 per cent of the whole.* 

It seems likely that in Germany and France the main influence 
determining the form of the currency has been the political and 
social insecurity due in part to the constant exposure to wars on 
their own territory. In such conditions it is likely that the powers 
exercised by the State will be more extensive than elsewhere, and 
also that the general level of confidence will be too low or too un¬ 
stable to make profitable the supply of paper currency by parties 
other than the State itself. 

Prior to the recent war the currency of Germany consisted 
^mairijy of the £120 m. or so of notes issued by the Reichsbank, an 
or^alTfa^tion subject to the control of the Imperial Chancellor, 
probablyabout £100 m.'® of gold and £50 in, of other metal coinage 
(excluding re.scrv(s). It was a frequent complaint of German 
writers that people held unduly large amounts of this currency in 
tjjeir cash-bo.xes and were unwilling to adopt the more economical 
plan of lodging their spare resources with a banker.*! Jhe 
imperfect confidence which this habit suggests is no doubt largely 
responsible for thg fact that the cheque system has made compara¬ 
tively little headway in Germany, though recent legislation designed 
to encourage it may now hasten its development. As the greater 
part of the German currency is clearly not convenient for making 
payments distance it has been supplemented by the develop¬ 
ment, mainly’uMer State control, of the so-called " giro ” system by 
which the Reichsbank, the Post Office, and a number of other 
institutions undertake at a very low charge to make payments at 
tt||^quest of one party^o other parties situated elsewhere. This 
s^tem is already on a very large scale and is being developed 
further.i* > 

In France .similar conditions have led to substantially the same 
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results. TJhe Bjnk of France^ a quasi-state instilition, supjdied 
notes which amounted in 1914 to some £240 m., Ind with about 
£200 m. of gold and £60 in. of silver formed the main part of the 
currency in the Jiands of the public.i* There are the sai*K complaints 
that *the pfcople retain too large a quantity of this currency in their 
own possession, the same appreciation of the advantages of the 
cheque system an(} the same; hope of its extension.!* Distant pay¬ 
ments are made on a very large scale by a giro system similar to that 
of Germany, and developments of this system are still in progress. 



CHAPTER VIII 


THE SUPPLY OF MONEY ; ITS STABILITY OF VALIJE 

V 

^ '^HE previous chapter dealt with the jjaiious forms in 
• . which unit's of money were su]>plied by the market, 

coiisidered in resix'ct of their efliciency as a means of 
effecting payments. The present chapter is concerned 
with the second main question on the side of supply: the unit 
considered in rcspe-ct of its stability of value, i.e. of its suitability 
to serve as the basis of contracts involving future payments. The 


question cannot be made a simple one ; moreover its parts are so 
interrelated as to make any simple order of development difficult 
to find. It will be as well then to begin with setting down plainly 
the order in which the matter is to be treated. It will be con¬ 


venient, in the first place, to deal with certain minor complications 


arising from the fact that the stock of money is not homogeneous 
These being removed, the main causes determining the stability of 
the unit of value can be set out, not with a view to adding anything 


to the previous discussion, but in order that the argument may 
• piogged directly from the basis on which it ultimately rests. It 
will tlrSn be possible to distinguish the main causes of instability, 
and to follow this up by a discussion of the social importance of 
the consequent disturbanci s. Any full discussion of the various 
methods by which these disturbances can be removed or alleviated 
‘ 16 outside the scope, of this book ; but some indication will be given 
of the nature of the. remedies, and this will be followed up a little 


further in the course of a more detailed discussion of the banking 


system. 

We may begin by considering a little more fully the nature of 
the stock of money supplied by the market. As already noticed, 
this stock may be regarded as arranged in three concentric ringsi 
The core isa-ortyxised of gold, and may be known as standard money; 
it is employed directly on money work only to a small extent, its 
main use being to serve as a basis for the supply of pore convenient 
means of effecting payments. This gold is multiplied by the special¬ 
ly institutions of the market into a larger stock, consisting mainly 
of the subsidiary coinage, bank notes and deposits. The whole of 
this depends for its acceptability on public confidence in the 
parties issuing it, that is to say, on credit. It circulates from hand 
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to hand, aad mafr therefore be described as cnrrencjj. The supjfly of 
currency is expanded into a still larger stock of purcl^ing power by 
means of book debts and other means of purchase, the extent to 
which this expansion occurs depending, again, mainly on the state 
of credit. * The general character of this stock leads to the first three 
considerations which have to be dealt with. 

In the first place, it is efudfent that the stock is not perfectly homo¬ 
geneous. Each of the several parts of which it is composed is 
adapted to its own particular use ; each is in some ^egree indepett 
dent of the otjieps, and subject to its own special conditions of supply 
and demand. The supply of gold for monetary purposes jlafinds 
mainly on the activity of the mines ; an increase in its supply has 
very important effects, for the increase will normally be multiplied 
by the market. The supply of other currency, while subject to the 
same influences, is dependent also largely on the will of the banks ; 
while the supply of purchasing power granted by business men in 
the form of book debts is likely to vary with their confidence in the 
business outlook. In a similar way, there is some degree of inde¬ 
pendence in the various parts of the demand for money. For 
example, the demand for deposit currency has for many years been 
growing much faster than that for notes or gold, while seasonal 
variations in the demand for money fall with unequal pressure on 
the different parts of the supply. This partial independence of the 
different elements composing the total stock of money sets up 
internal strains of a minor character. An instance of some practic^ 
importance is seen when increasing business activity is accoti^nied. 
by an expansion of credit. In these circumstances tjie ^owng 
demand for money of all kinds leads to a withdrawal of gold and 
silver for making larger wage payments, and so reduces the basis 
on which the cheque currency rests and limits its further expansion. 
In normal circumstances the partial independence of these various ■ 
elements of the stock of money is insufficient to cause any divergence 
between the value of the different kinds ; a sovereign, a pound note 
and a cheque for £i have equal purchasing power. In exceptional 
circumstances, however, these values may diverge. When, for 
example, during the Napoleonic wars the Bank of England note was 
made inconvertible and its connexion with gold temporarily broken, 
the value of the note fell below that of the five sovja^ns it repre¬ 
sented ; so, too, as a result of the restrictions on the use of gold. 
Treasury notes have diverged in value from their nominal equiva¬ 
lent in sterling. Again, during the American crisis of 1907 the value 
of the cheque in the Middle West fell below its nominal value'^in 
gold, for gold was unobtainable, and the cheque was not universally 
acceptable in wage and similar payments. Yet, again, differences in 
the degree of confidence which the public feel in the various parts 



of the cmiency fiiay cause a divergence in their val|e; such was the 
case in Russia i» igtS when Imperial rouble notes circulated at one 
value, those issued by the Kerensky Government at a lower level, 
and those issjied by the Bolshevik Government at a lower level still. 
It is conceiv^le that a failure of confidence in th^ English‘banlts 
might cause the bank-note or the cheque to fall to a discount in terms 
of gold. In fact, however, the experience of the present war has 
shown that such an influence is too remote to need considera- 
« tion. We conclude therefore that the stock of purchasing povffer 
& not perfectly homogeneous; that conseqSently there arise 
^sturbanecs within tlje stock which in exceptionsfi Jircumstances 
may^Wrd to serious divergence in the value of the elements of 
which it is composed ; but that in normal conditions the unit of 
each kind is identical in purchasing power. With this brief dis¬ 
cussion we may set aside the complications due to the composite 
character of the state of money and henceforth regard this stock 
as homogeneous. 

We may now pass on to consider the main causes on which the 
value of the unit of money depends, defining the unit as the 
sovereign, or one of its substitutes. The qu(;stion to be considered 
is that of the general causes governing the purchasing power of 
the sovereign, or, what is the same thing, the general level of prices. 
It has already been shown that the value of the unit of money 
depends on the relations of demand and supply. We take the 
demand for money to consist simply of the volume of payments, 
present and contingent ; but supply must be given a wider meaning 
”th»ftil)fit employed in the discussion of the Quantity theory and, 
for the purposes of the present argument, be taken to include not 
only the volume of currency, but the total stock of purchasing 
power whose nature has just been discussed. Stability in the value 
of the sovereign depends, therefore, on a continuous correspondence 
' between the volume of money work and the volume of purchasing 
power ; any variation in the one unaccompanied by a similar and 
equivalent variation in the otln^r expresses itself as a change in the 
purchasing power of the sovereign, or what is precisely the same 
thing, a rise or fall in the general level of prices. In actual con¬ 
ditions the volume of money work varies from causes which are 
largely beyond control, while the volume of purchasing power, so 
far from adhpiing itself to these variations, is subject to arbitrary 
and independent fluctuations of its own. The practical problem of 
imparting stability to the purchasing power of the sovereign lies, 
thgrefore, in such a regulation of the stock of purchasing power 
as will eliminate arbitrary variations on the side of supply, and 
will cause the stock to vary in volume in rfsponse to changes in 
the vtflome of pa3m)ents. 
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In order to investigate t^e principal causes of®changes in the 
purchasing*f)ower of the sovereign we may conveniently separate 
them into three groups in accordance with the length of the period 
during jvhich they operate. In the first group we include secular 
, nJovamentf sudi as the continuous increase which Sccurs in the 
volumj of money work, and persistent changes in the annual 
output of the mines. In,the second group we include more 
temporary causes, t)f which the most important are those operating 
in»cyclcs of nine or ten years: those contained in changes in the 
general level of confidence which, by initiating an increase in th^ 
volume of purchasing power, introduce a rapid rise in the general 
level of prices, followed during the latter part of the_pericd"1^ an’ 
equally rapid fall. In the last group we include those transient 
influences which originate in such conditions as seasonal changes in 
the volume of payments, or a temporary ebb or flow of gold. 

The separate influence of these three sets of causes on the 
purchasing power of the sovereign are partly illustrated by a 
diagram, such as that prepared by Sauerbeck, showing the course 
of average prices during the past one hundred years. The effects 
of the persistent causes contained in the first group dominate the 
general trend of the price level, and are shown in red in a hand- 
drawn curve. They are especially marked during the period 
following 1875, when the enormous expansion of production caused 
so great an increase in the volume of payments that, in spite of 
the concurrent growth of the cheque system, the purchasing 
power of the sovereign was persistently raised for twenty years. 
At the end of this period the increased output from the^^wth’ 
African gold mines reversed this movement and initiated a rise 
of prices which has since been emphasized by conditions of general 
war. Superimposed on this is a second curve, showing rhythmical 
fluctuation of prices about the primary curve, due to cycles of 
alternate activity and depression. Pin-ally, we may suppose the' 
influence of the last group of causes to be shown by a third curve 
superimposed on the second and fluctuating closely about it. 
This third curve is, however, not showm on the diagram ; and, 
if it were, it would not fully illustrate the operation of this third 
group of causes; for their effects on prices are to some extent 
extinguished by the influence of the banking system in counter¬ 
acting temporary changes of pressure in the foreign‘demand for 
gold, and in adapting the supply of currency to temporary changes 
in the home demand. These influences must be examined rather 
more fully in the following paragraphs,: but attention will„be 
given mainly to the side of supply, inasmuch as the question 
with which we are primarily concerned is the elimination of these 
variations by the regulation of the volume of purchasing power. 
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The production of gold is controlled by minelownep working 
for profit on oriinary business principles ; it depends to a much 
less extent than before on the working of alluvial deposits and to 
a much grea^r extent on the application of ordinary industri^ 
methods in the extraction of the metal from ores of comparatfvely 
low yield. Accordingly, when the exchange value of the metal 
falls, the amount produced tends to decline ; fop example, during 
the period 1913-1918, when the purchasing power of the sovereign 

S falling fast, the world’s annual output of gold declined from 
m. to aboift £83 m., a decrease of some 14*per cent.'® G)n- 
.yersely, when the exdiange value of the soverci|^ rises, output 
tends tti*lnersasc. But gold is very durable and the accumulated 
stock is large; the amount in money uses throughout the world 
being estimated in 1914 at about £1700 m.'* Changes in the 
annual output initiated by changes in the value of the sovereign 
can, therefore, exert little influence during short periods upon the 
size of this stock ; in other words, during periods of a few years 
there is little response in the total supply of gold to changes in 
the volume of money work. 

When longer periods of time are taken into account, liistory 
shows that changes in this supply of gold have been still more 
independent of demand, for they have depended primarily on the 
discovery and exlraustion of mines, and improvements in methods 
of production. It is clear, therefore, that the supply of gold, the 
first element in the stock of money, docs not adapt itself during 
short periods to changes in the amount of money work, and that 
'ov?r"ie<ig periods it is subject to arbitrary changes of its own 
which are an important cause of variations in the purchasing 
power of the unit of money. 

The second group of influences disturbing the value of the 
^ sovereign are bound up with changes in the general level of con¬ 
fidence ; they are those which cause the actual level of prices to 
oscillate rhythmically about the primary curve. A little more 
must be said with regard to the nature of these influences. We 
may begin by repeating a statement which appears to be axiomatic : 
namely, that no change can occur in the value of the sovereign, 
that is to say, in the general level of prices, except through the 
causes governing the supply of purchasing power (or the activity 
with whicK*it is employed) and the volume of money work. If 
that statement is true—and it seems diflicult to doubt it—it 
follows inevitably that the upward movement of prices which 
marks the earlier stages of a business cycle is due to a more 
active use of the stock of purchasing power, or to an increase 
in its volume proportionately greater than.the increase in the 
vrdnme of mpney work which it is substantially certain occurs 
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at such tynes. fit is not difficult to see bow such an increase 
may occur. •> 

As a basis of explanation we have the following conditions, 
^ready noticed, namely: that the total purcha^Ug power in 
the h^nds of tlie public consists predominantly of bank deposits, 
notes, and the power to buy granted by business men to their 
customers and re9orded in. the form of book debts and contracts; 
that the volume of this purchasing power depends upon the level 
of credit; and that the level of credit is part of a more geners^ 
condition, the level of confidence. In order to Indicate the influence 
of these condiitfbns let us assume a rise in the general level of con; , 
fidence in the business outlook; that is to say, an auflSJpation 
by business men that increased output will be followed by profit¬ 
able sales. Increased confidence initiates a cumulative increase of 
business activity, and by so doing directly encourages the desire 
to borrow. Contained within it, is increased confidence on the 
part of lenders ; t'.e. a rise in the level of credit, which increases 
the willingness to lend or, more broadly, to invest. 

Under the influence of this double stimulus, the greater willing¬ 
ness to invest and the greater desire to borrow, the supply of pur¬ 
chasing power is likely to be increased from many sources. A 
portion, at least, of that part of the stock of money which is held as a 
reserve'against contingencies (cf. pp. 32-3) and much of that which is 
accumulated on deposit accounts and elsewhere pending a favourable 
opportunity of investment (cf. pp .70-1), is likely to be thrown into 
active circulation; "... as an immediate result of every boom 
in industry and trade," says Lansburgh,*’ " part of th9-K.l/ney 
deposited with the banks is withdrawn and invested in the most 
profitable branches of business.” That the same influences lead 
to an expansion of trade credit is suggested by the increase, at 
such times, in the volume of speculative operations and of bills of 
exchange (cf. pp. 270-3); while the foreign statistics showing the 
increased number of bills discounted by bankers abroad and the 
tendencies of banking policy in this country both suggest that the 
prevailing confidence encourages banks to expand their loans and 
so add still further to the increase in the volume of purchasing 
power and the consequent rise in the level of prices. 

These considerations bring out two points of significance; 
they show how readily the volume of purchasing power may be 
expanded as a result of a rise in the general level of confidence; 
and they sho\# that a part, and perhaps a very large part, of this 
expansion takes place in a manner which ir quite outside the control 
of the market. There is no central authority which can check the 
active employment of money previously held in reserve, the transfer 
of lodgments from deposit to current account or the expansion of 
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trade credits. The banks, however, are able atiwill Jo vary the 
volume of the cheque currency by increasing or diminishing their 
loans; it is therefore with them that the main power must lie of 
correcting undue expansion of purchasing power durin§f periods 
of rising prosperity. For this reason—the intimate codpbxion 
between expansions of credit and banking policy—little is said at 
this point with regard to the phenomena of business cycles; the 
brief outline whicli we require is given in later chapters in the 
^course of a more detailed discussion of the banking system. * 

A similar wason makes it convenient to poiUponc consideration 
^^of the third group of jauses which set up minor tWetuations in the 
valu'^)^»be,sovcreign. Some indication oi their nature and their 
social cost is given in the following chapter, but they are most 
appropriately examined in connexion with the macfiinery and 
policy of the banking system. 

The argument of this chapter may now be summarized. It 
has shown that the stock of money is composite and that in conse¬ 
quence there occur within this stock certain minor disturbances 
which may in exceptional circumstances give rise to divergence 
in value between the elements of which it is composed. Neglect¬ 
ing these divergencies, however, the value of tin.' unit, i.e. the pur¬ 
chasing power of the sovereign or its substitute, is determined by 
the relations between the volume of money work and the volume 
of purchasing power. Stability, therefore, can be attained only 
by a continuous adjustment of the one to the other. So far, how¬ 
ever, from the stock of money adaj)ting itself to changes in demand 
it tfc«ubjcct to arbitrary changes of its own. Being composed 
essentially of gold multiplied by the use of credit into a larger 
supply of purchasing power, its volume varies with the activity 
of the mines, with the general level of confidence and with other 
minor causes. Accoidingly, in addition to variations arising on 
tHe side of demand, the purchasing ixiwer of the sovereign is subject 
to persistent changes extending through long periods as a result 
of changes in the profitableness of gold mining ; it is subject to 
more rapid and intense variations owing to alternate expansions 
and contractions of credit, and finally it is subject to transient 
oscillations arising from such influences as a temporary shortage of 
gold or a “ lock up ” of bank currency. 

In addition to these causes, arbitrary state action has always 
existed as a potential source of disturbance in the value of money. 
In 1913 the monetary system of this country might reasonably 
have been discussed wi^iout reference to the possibility of such 
action on the part of the English Government; but the incidence 
of the European War has dispelled this with other illusions, and 
raised this cause of disturbance to a position of predominant 
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importance, for she time being. During the war the supply of 
legal tender money has been increased by some m., and bank 
loans have been more than doubled. This expansion of the money 
stpek, accompanied by a decline in the volume of moij^ work, has 
naturally led to a fall in the value of the unit of currency, in terms 
of goods, of some foreign currencies and of gold. The falling 
value of money, in, other words, the rising level of prices, has caused 
a transfer of wealth to business men from those whose incomes 
arl fixed more or less unalterably by contract and custom; and-, 
this transfer has led to social unrest partially exvrcsscd in the 
continuous dcmftnds for higher levels of money wages. The extent,^ 
and the ramifications of the social disturbance due to tho'^l^ns'on 
of the money stoc’" could not of course have been predicted; for 
monetary influences have been complicated by the disorganization 
of production, abnormal State control, the disturbed condition of 
foreign countries and the growing aspirations of labour. But the 
general character of these effects are quite in harmony with the 
past experience on which monetary theory is based. The course 
of events since 1914 has given a compressed and vivid account of 
the manner in which the money system operates. It leads not to 
a reversal but to a refinement of economic theory. It may com¬ 
plicate, but it does not remove, the monetary causes of social dis¬ 
turbance which were in ojx'ration before the war ; and the need for 
their examination is as great as it ever was. Partly for this reason, 
partly because this book is concerned mainly with general theory, 
partly because of the large and growing literature following in the 
train of current changes, no account is given here of the convsJsive 
monetary history of the past few years. 



CH APTER. IX 


.THE SUPPLY OF MONEY; SOCIAL DISTURBANCES DUE 
% TO INSTABILITY OF VALVE 

• • 

.• TT'.^ JTAVING di*tinguishcd tlircc kinds of variation in the 
■ ■ purchasing power of the sovereign, it remains to consider 

I I their social importance. It will be worth while to begin 

by stating the reasons which make changes in the value 
of gold more important than similar changes in other commodities. 
This can be followed by a general statement of the manner in 
which the social disturbance due to the first two kinds of variation 
actually arises. .And finally some account can be given of the 
less important fluctuations which occur from day to day in the 
Money Market. 

Variations in the value of the unit of iron, or wheat, or other ■ 
commodity, increase the nnccrlainty of businiss to those who deal 
in them and so have a local importance of their own. Variations HI 
the value of the sovereign have an importance which is enormously . 
greater ; not only do they increase the uncertainty of business 
.. generally, but they distort the normal adjustments of resources 
to ilfeds and set up disturbances of the greatest social importance. 
The reason for this difference is not difficult to find. It lies in the 
fact that the sovereign, being the unit in terms of which payments 
are effected, naturally becomes also the unit in which are expressed 
V thf values of goods both present and future. In consequence of 
this, changes in the value of the sovereign differ from changes in 
the value of ordinary commodities not only in the far wider range 
of their effects, but also in two other r(■spects. 

From the fact that the sovereign is the unit in which the values 
of other things arc measured, it follows that its own v.aluc cannot 
be stated like that of iron or wheat, by a single figure apparent 
to all., A^ange in the value of iron is readily shown by a quota¬ 
tion of its price ; a change in the value of the sovereign can be 
shown only by means of an index number, i.e. a figure showing 
that it will purchase a greater or smaller quantity of a composite 
group of goods selected ^s representative of all. Such an index 
number wiU often give ambiguous results, and in any case conveys 
little to the average business man. While, therefore, any change 
such as an increase of supply will, in the case of iron, be immediately 
. J' 
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felt in the market and published abroad by a fall of price, a similar 
variation in the case of the sovereign cannot be ilkdily expressed 
in a single figure. It is consequently not generally recognized, and 
does/ipt cause»an immediate and universal change* fn its value 
in terms of all other goods ; in other words, it will result not in an 
immediate adjustment, but in a slow and irregular fall in the value 
of the sovereign ; that is tO ^y, a slow and irregular rise in general 
pqices. There is a second point. Possible changes in the value 
of wheat or iron arj at least the subject of business discussion; the}*’ 
may in part lic^forcscen, and so affect the terms dl contracts in¬ 
volving future delivery. But, owing to the natural habit of regard-*,, 
ing the unit of value as invariable, changes in the puroliSing power 
of the sovereign arc frequently not even contemplated, and if they 
were, the causes on which these changes rest would usually be too 
obscure to enable them to be adequately taken into account in 
contracts involving future payments. These three considerations, 
the variety of causes initiating variations in the purchasing power of 
the sovereign referred to in the last chapter, the impossibility of 
adequately foreseeing these changes, and their imperfect recognition 
by the general public when they are actually occurring, are of 
especial importance in modern conditions where production takes 
time and is based largely on contracts involving future-payments. 

In modern conditions the various parties to production bind 
themselves together in a set of contracts which are expressed in 
terms of the sovereign and commonly based on the assumption 
that its purchasing power will remain invariable. A rise or fall in 
the value of the sovereign surreptitiously modifies these contTSets 
and so causes a transfer of wealth from one party to another. This 
effect results from the fact that the change could not be foreseen. 

It is reinforced by the further fact that when the change is occurring 
it is only imperfectly realized. Substantially all wage contracts, „ 
as well as some contracts for the supply of capital and the hire 
of buildings and land, are made for short periods and are conse¬ 
quently capable of being rapidly modified to meet the changing 
conditions. In fact, however, the imperfect recognition of the 
changing value of the sovereign delays this readjustment; rates 
of wages, interest and rent are varied too slowly and the transfer 
of wealth continues practically throughout the whole geriod,of the 
change. 

The first condition is then that changes in the purchasing 
power of the sovereign modify current contracts and cause a transfer 
of wealth among the producing parties. 'The social efiects of this 
disturbance are most conveniently seen by tracing their influence 
on the action of business men whose function it is to undertake 
the organization and" to bear most of the risks of production. 
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The business man may for many purposeS be tpnveniently 
regarded as a Middleman operating between a set of prices. He 
has before him, on the one hand, the prospective price of some 
product, aiWion the other, the current prices of the various materials 
and services of which the product is composed. It is his object to 
buy supplies of these elements, combine them into a finished 
product and to draw a profit from tht differengc between the sum 
of their prices and the price at which he sells the product. He is 
^therefore the centre of the set of contracts on which the typfcal 
productive operation is based. In actual praftice ^le may obtain 
the yse of land a.id bi^ildings on lease ; he is likcl^ to obtain a part 
of his calf-ftal against mortgages, debentures or preference slnares, 

by long contracts at a fixed rale of interest; he will obtain 
his supply of labour on short-wage contracts and his supplies of 
materials on contracts of varying length. All these contracts are 
expressed in terms of the sovereign which, broadly speaking, is 
regarded by all the parties concerned as fixed in value. In these cir¬ 
cumstances if the purchasing power of the sovereign begins to fall, 
in other words if prices begin to rise, tfierc begins a transfer of wealth 
to him from property owners, capitalists, wage-earners and, tem¬ 
porarily perhaps, from those who supply him with raw materials. 
He receives a bounty over anti above the return which he antici¬ 
pated, and his business becomes i xct ptionably profitable. He 
therefore extends his operations. There is an increased demand 
for labour which finds full employment at rates of wages whose 
nominal value is slowly rising ; an increased demand for bank 
loiRs at rising nominal rates of interest, and an increased demand 
for raw materials at rapidly rising prices. But even though the 
prices of his raw materials rise more rapidly than the price of his 
finished product, the bounty continues ; for the rate of interest 
pp his fixed contracts for capital remains unchanged, the wages 
of labour move upward only slowly, and the new supplies of capital 
from the banks are likely to be obtained at rates which do not 
take full account of the falling value of the sovereign. Moreover, 
as already noticed, the additional supply of " capital ” obtained 
from the banks is not an addition of raw materials and so on, but 
an increased supply of “ command over capital,” or purchasing 
powef j ^ ose effect is to raise prices further and to increase the 
stimulus to business activity. But this bounty to business men 
is obtained at the expease of oth(.r parties, for every shilling paid 
in rent, wages or interest has a lower purchasing power than before. 
The effect of this fall in»the value of the sovereign has been, there- 
f(»e, to distort the price index on which the various parties to 
production have adjusted their relations to. one another, thereby 
giving a stimulus to business men, a stimulus which is wholly 
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artlSckl anjJ cannot, as events are now ordered, be permanently 
sustained. *’ 

Opposite effects follow in the converse case when the purchasing 
po;wer of the sovereign is rising. A transfer of wealth»*ts in from 
• businSs^ men to property owners, wage-earners and capitalists, 
and continues so long as the readjustment of rates of rent, wages 
and interest is incomplete; profits decline, business is contracted 
and unemployment increases, these effects again being due to the 
di^ortion of the price index on which economic adjustments arefl 
based. ' • 

The essential effects of changes in the “purchasing powgr of • 
the sovereign appear then to lie in the transfer of \vtS!^h which 
affects especially the profits of business and consequently the 
activity of business men in organizing production. Changes in 
one direction stimulate trade and industry; real rates of wages 
and interest are adversely affected, but labour and capital are fully 
employed; the exceptional profits of business lead to speculation 
and the growth of speculative undertakings, many of which can 
exist only so long as the stimulus is maintained. Changes in the 
other direction depress trade and ndustry ; real rates of wages 
and interest are favourably affected, but much labour and capital 
is idle ; losses and low profits make business men unduly timorous.** 
While these seem to be the essential effects of changes in the value 
of the sovereign, their ramifications and their final consummation 
depend largely on the cause to which the change was originally 
due. 

A change due to a persistent increase in the output of gold nfey, 
by affecting the general level of confidence, promote an expansion 
of credit and thus indirectly cause a severe fluctuation of business 
activity ; an instance of this was the effect of the new Californian 
gold in promoting the conditions which led to the crisis of 1855. 
Such a change need not, however, lead directly to a reckless expansion 
of business of this kind : it may, have as its chief social evil a re¬ 
distribution of wealth which injures wage-earners and people with 
fixed incomes.** Perhaps the most striking effects of a persistent 
change of this kind are seen in the period following 1875, when the 
output from the mines was insufficient to keep pace with the growing 
volume of business transacted in terms of gold, and the.value of 
the sovereign appreciated continuously for twenty years, the general 
level of prices falling from 100 to 64 during that period. The 
rising value of the sovereign, carrying with it a transfer of wealth 
from business men, produced a marked and persistent business 
depression. Profits were low, unemplo5nnent was widespread, 
but rates of real wages rose more rapidly than at any time during 
the century. At the end of this period the new sui^lies of gold 
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from Sooth Africa reversed the situation and introdi^«d a series 
of changes in SSie opposite direction which have continued untiJ 
the outbreak of war. Business profits increased ; rates of interest 
and wages,^^minally rose, but the rates of real wages seem»to have 
been stationary or, perhaps, even to have declined, a circurnstance 
associated with the growing unrest among the working classes 
during recent years. 

It would be umeasonable to expict that any one thing should 
ipossess in a high degree the properties which adapt it to serve aS a 
convenient n*ans of effecting current paymlnts, and also that 
, stability of value wh’ch fits it to serve as a stunflard in which 
contacts i-’-Volving future paj-ments may be suitably expressed. 
Gold has been employed for both purposes, and in consequence has 
served neither with any approach to perfection. Possibly it has filled 
the two uses bettor than any other single thing could have done; but 
in its use as currency it has been largely displaced by paper, and it 
is evident from the changes in its purchasing power during the 
last hundred years that its employment as a standard leads to 
social evils sufficiently serious to justify a search for a more efficient 
substitute. It would, of course, be possible to moderate these per¬ 
sistent changes by exercising control ov<Tthe mines, and by allowing 
the output to vary not, as now, in accordance with tlie profitable¬ 
ness of mining, but in conformity with changes in the money 
and industrial demands for the use of gold. It seems, however, 
that a more effective method would be to abandon gold as the 
standard of value, and to employ some other standard specially 
selected to serve this purpose alone. Such a proposal is now very 
old. Jevons, Marshall and, most recently, Prohssor Irving Fisher 
have advocated the use, voluntarily or compulsorily, of a standard 
based on an average value of a group of selected commodities. 
However, even the fluid social conditions of the present time, and 
tic rapidity with which the structure of society is now being 
modified, do not seem to bring much nearer the possibility of a 
change so difficult to comprehend and of so far-reaching a character. 

Changes in the purchasing power of the sovereign due to per¬ 
sistent changes in the supply of gold introduce disturbances which 
are sufficiently serious. They arc overshadowed, however, by the 
evil^ ^ changes which arise from expansions of credit. During 
the cour& of such an expansion not only dot!S the value of the 
sovereign fall very rapidly, but it provokes an extravagant and 
artificial expansion of business activity which piticeeds until its 
contained causes destroy the undue confidence on which it is based, 
and lead, perhaps through a crisis, to falling prices and a business 
depression in which social resources, hum^n and material, are 
diwrganized .and partly unemployed. The history of the past 




unnecessary at the moment to trace their course iBbre fully. The 
point which needs emphasis now is that an expansion of purchasing 
power is an essential condition for the rapid rise of prices during 
the eajlier stages of a business cycle, and that this expansion is a 
consequence of a rise in the level of credit. In practice, business 
men, if they were^ willing, to do so, could hardly unite to check 
these effects of expanding credit; but it would seem to be within 
thf power of the banks to take effective action, during periods off 
rising confidence, fo restrict the supply of currerfey granted to 
business men,"^ af.d so to check the rise of.iprices on which this#, 
increasing confidence largely deix iids. This line of tirought sug¬ 
gests that in existing conditions the most effective remedy for 
expansions of credit is to be found in a modification of the loan 
policy of the banks. 

The short period changes in the value of the sovereign which 
now remain to be considered have their origin mainly in temporary 
changc-s of pressure on the central gold reserve. Wc may retain 
the assumption of an effective gold standard and deal with them in 
the light of pre-war conditions. Their influence in post-war 
conditions is indicated later. 

In proceeding to Consi<ler the social elfects of these variations 
it is convenient to recall the fact that the currency issued on the 
basis of this reserve is sujjplied by way of loan, and consequently 
that every change in the volume of supply is reflected in the rate 
of interest at which that supply is marketed. The manner in which 
currency is issued does not in any way alter the fact that eVtry 
increase in its supply initiates a fall in the purchasing power of the 
sovereign, i.e. a rise in the level of prices, .and that every decrease 
tends, conversely, to bring about a fall of prices. But it makes it 
easier to indicate the social cost of these temporary variations ; for, 
instead of attempting to trace their temporary effects in terms of 
prices, it will be sufficient, and much more simple, to consider them 
in terms of the disturbances they produce on the rate of interest, 
or rather on that particular rate of interest which is paid for the 
use of capital supplied for short periods against bills of exchange 
and is known as the market rate of discount. 

When the quantity of gold flowing from the mines in^ the 
London market is persistently increasing the supply of fSe metal 
available for money use throughout the world, there naturally 
occurs a persistent tendency to an increase in the central gefld 
reserve held by the Bank of England. In the nornaal course of 
events the banks, having larger reserves, would extend their loans, 
and by so doing would multiply the excess in the customary pro¬ 
portion ; the volume of deposit currency would be increased and 
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there would set in a persistent and irregular rise of prii^ accona* 
panied by the efRcts which have already been discussed. When 
the increase of gold in the London market i^ temporary, a similar 
train of eveifti is set in motion, but is, of course, got com^etely 
carried through. It encourages the banks to supply Comi^nd 
over Capital more freely for those uses from which it can readily 
be withdrawn, and so leads to incrcasedhsupplies^ the short loan 
market. This increase of supply, in itself, tends to a fall in the 
discount rate ; but the anticipation of rising prices which it carrieS 
with it may so Quicken demand that the rate acfually rises. Con- 
•wersely when, let us say, a sudden foreign demancTfor gold causes 
a withdrawal* of gold from the Bank of England, its immediate 
effects are seen in a eontr.iction of supply in the short loan market 
and a consequent rise in the discount rate. These effects result 
from what one might call the automatic operation of the banking 
machinery ; they are reinforced by more conscious action taken 
by the Bank of England to maintain the central reserve of gold 
at a customary level. This last point depends on the nature of 
the market machinery and must be looked at rather more closely. 

When a foreign demand leads to an a|i|)reciable withdrawal 
of gold from the centra! reserve, the Bank is likely to raise its 
official rate, contract its loans and so reduce the supjily of money 
available in the market. As the currency issued by the Bank of 
England forms the main reseives of the other banks, this reduction 
in its amount would in time cause a reduction of their loans, not 
only in the short loan market but throughout tin; country. The 
ultiVhatc effects of a p< rsistently high Bank rate would, then, be 
seen in a contraction of the supply of money which would raise the 
value of the sovereign in England, i.c. lowe r the level of prices, 
and so draw in gold from abroad. Its more immediate effects 
would be to raise the mark( t rate of discount, thereby making it 
more profitable than bi.fore for foreigners to leave their funds in 
London, in that way checking tin outflow of gold and encouraging 
its inflow. 

Let us.retum now to the origiiral cause of the disturbance, the 
withdrawal of gold. If the cause of this withdrawal had been, let 
us say, an expansion of credit in England which had raised prices 
here afjpve those prevailing elsrwhere, and so mad<‘ gold cheaper 
here than abroad, the. outflow of the metal could not be finally 
stopped until this cause had been removed. And this cause could 
not be removed until the volume of purchasing power had been 
contracted, and the conWaction had worked out its ultimate effects 
as indicated above in lowering the general level of prices in this 
country. . 

But the causes of disturbance with which we arc concerned are 
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temporarv ones, such as a withdrawal of gold to meet a transleat 
monetary difSculty in a foreign centre, or to pay fcr heavy importa¬ 
tions of grain due to a. failure of the home harvest. Such causes 
pf withdrawal^ being temporary, can and should b# ‘met by tem- 
poiVy means; and are most conveniently met by a temporary 
rise in the market rate of discount which, by encouraging the 
export of securities and by*making it more profitable for foreigners 
to hold balances in London, relieves the pressure on the centrsJ 
gold reserve. 

The effects of these temporary changes of pressure on the 
central rescrv(*arc, therefore, mainly coscentrated in the short 
loan market and expressed in the form of fluctuations in the rate 
of discount. It is these fluctuations which wc take as an index 
of the social cost of the changes now under consideration. 

The incessant variations in the rate of discount which occur in 
the London Market have their effect on the one side in increasing 
the risks of the banks, the bill brokers and other lenders, and conse¬ 
quently in increasing the payment wliicli the community is required 
to make them for their services. On tlie otiier side, alternations 
of “ dear ” and “ clicap ’’ money have similar effects on borrowers. 
The risks of merchants are increased, for tliey have no certainty 
as to the rate at which their bills will be discounted ; when rates 
are low they can profitably extend their operations ; when rates 
are high a part of their business is cut off. Cheap money and 
plentiful supply increase the means at the disposal of the specuLitor 
and tend to raise prices on the I’roduce Markets and the Stock 
Exchange. Dear money and short supply compel him to sett his 
holdings of produce or securities and so tend to bring prices down 
again. These alti-rnations have their influence, too, on the issue 
of new securities. Company promoters wait for conditions in 
which there arc low rates and a plentiful supply of funds available 
for speculative buyers to take up the securities they are selling; 
they tend therefore to postpone their issues until these favourable 
conditions occur, and may even cri ate the conditions required, by 
arranging on their own account for an import of gold. 

These disturbances, due mainly to temporary variations in 
the available supply of gold, though appreciable, are evidently 
of quite secondary importance in comparison with those which 
were previously discussed. It is not suggested that all the fluctua¬ 
tions in the rate of discount are due to this cause, but they are 
greatly increased by the extreme sensitiveness of the market to 
even small changes in the gold reserve of the Bank of England. 
This sensitiveness is due. in a great measure to the small siae of 
the central gold reserve in relation to the vast liabilities of the 
market; a partial remedy for these disturbances is therefore an 
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iscrease of this reserve. A comparatively small addition to the 
Average level of tSe central stock of gold would enable the Bank of 
England to absorb minor fluctuations and would relieve it from 
the necessity’df continually initiating, by means of phanges In th^ 
official rate, r-jactions which affect the market i te of discqflnt, 
and so constitute a source of frequent though minor distuifcances in 
the business of the Money Market. ’ , 

The need for an increase in the central reserve has long been 
iMmitted. The practical application of a remedy is, however, no^^ 
bound up with the need to provide an adequate backing of gold 
for the Treasury notes' issued since the outbreak ol* war. The 
question is dealt with by the Committee on Currency and Foreign 
Exchanges after the War, who recommended in iqrS that the 
normal minimum amount of the central gold reserve should be 
provisionally fixed at £150 m.,’" a level which has now been attained. 



CHAPTER X 
SUMMARY 

^ melhufacture of currency and the trdhsport of capital 

are S) closely bound up together that some account oi 
the theory of money has been essential. The theory has 
been dealt with, however, only in outline, as the subject is 
subordinate to the main considerations of this book. It may now 
be summarized, partly in order to give greater unity to the argu¬ 
ment, partly in order to bring into prominence those conclusions 
which bear most closely upon the work done by the market in the 
transport of capital. 

The large volume of payments which people need to make 
requires that their resources should be marketable and so accept¬ 
able as a means of payment. In fact, however, land, houses and 
other property possess this quality only in a limited degree ; hence 
it becomes convenient to accumulate a supply of some thing 
specially chosen for its perfect marketability, to hold this as a 
stock and to employ it solely as a means of effecting payments. 
The volume of payments, present and prospective, determines . 
therefore the fraction of their total resources which people devote 
to this particular use ; the quantity of resources which each person 
holds forms his individual demand for money, and the aggregate 
of these individual amounts constitutes the total demand for 
money. The nature of this demand requires that the stock of 
money produced in response to it shall have two main properties. 
In the first place, owing to the variety in the kinds of payments, 
the supply must be differentiated into various forms, each of which 
is specially adapted to the particular kind of payment it is required 
to carry through. The market responds very effectively to this 
part of the demand. It supplies currency in very convenient 
forms, and by so doing effects a marked economy in the cpst and 
risk of making payments. The deposit currency produced by the 
banks is not oirly peculiarly adapted to carry through payments at 
a distance, but contributes materially, in a manner to be con¬ 
sidered more fully later (pp. 144-5), to loarering the cost at which 
capital is transferred cheaply and rapidly from one point to 
another. • 

But the use of money as a means of buying goods naturally 
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toads to Its Becoming the general measure of value conse¬ 
quently to its being employed, not only in making present payments, 
but also as the unit in which undertaldngs to make future payments 
are expressed, t If these undertakings or promises are to be curried 
through without disturbance, the unit of money must poss^ a 
second quality; it must be free from arbitrary changes in value. 
It is in connexion with this second consideration tliat the theory 
of money possesses such great importance and gives rise to such 
‘ ^at difficulties. • 

Hitherto it has been implied that “ stability of value " is the 
.ideal condition which unit of money should'UttSin. This is 
not necessarily true. It is evident that when two parties enter 
into a mutual undertaking involving a future payment, one will be 
injured and one will be benefited if the value of the unit in which 
the contract is expressed varies in a manner which is not perfectly 
foreseen by both. It follows th.it stability in the value of the unit 
would prevent this injury from arising. Hut it does not follow that 
this would be the ideal condition: for it is quite conceivable that the 
unit might change in value in a manner which, though it did injury 
to one party, yet produced a transfer of wealth which was on the 
whole socially desirable. It would, howev(r, be far beyond the 
need of the present argument to consider the nature and extent 
of the duty which could projxrly be assigned to the standard of 
value in reforming the social organisation. It is sufficient to adopt 
the approximate ideal of stability of value, even tffijugh this term, 
itself, cannot be given any very precise na’aning, 

The means by which this stability could be attained lay, it was 
noticed, in the continuous adjustment of the volume of purchasing 
power to the volume of money work, and were considered mainly 
from the point of view of Supply. In actual conditions, it was 
seen. Supply not only failed to adjust itself to Demand, but was 
subject to arbitrary variations of its own. These variations were 
classified into three groujis corrcr ponding to the length of the period 
during which the disturbing cause was in operation. 

The first cause, originating in chang<-s in the profitableness of 
gold mining, gives rise to persistent appreciation or depression of 
the sovereign extending over periods sometimes so long as twenty 
years, accompanied by a persistent transfer of wealth from one class 
to another, and possibly provoking an expansion of credit. The 
remedy lies in assuming control over the output of gold with the 
deliberate object of regulating the value of the sovereign or in 
abandoiting gold as the standard of value in favour of some cem- 
posite standard specially designed to ensure stability. 

The second set of causes, originating maiply in changes in the 
general level of confidence, givc-s rise to a more speedy depreciation 
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io the v^ae of the sovereign. They introduce a rapid traiBfer ol 
wealth wwch, actingas a bounty to busine^ men,Stimulates business 
and leads to reckless trading and investment. But these conditions, 
artificially provoked, carry with them causes which lead to a de- 
'struetion of confidence, and there follow, possibly a crisis, certainly 
a depression, with widespread and prolonged unemployment of both 
capital and labour. So long as the present standard of value was 
retained, the remedy in tliis case could, it appeared, lie only in 
euitable action on the part of those who supply the additionSll ' 
quantity of purchasing power which accompanies s:he expansion of 
credit. In 'practice, it was probably to bc.found in a different loan, 
policy on the part of the banks. 

The final group of causes consists mainly of the very varied 
and numerous influences which lead to temporary variations in the 
central stock of gold and thence to partial and transient changes 
in the value of the sovereign. The disturbances which they 
introduce were seen to be of a quite minor character; a partial 
remedy lies in such an increase of the central reserve as would 
make the market less sensitive to small changes in its amount. 

In dealing with the operation of the banking system (pp. 161-2), 
it will be argued that the practical policy adopted by the Bank of 
England for the protection of the central n serve may be expressed 
as a policy designed to eliminate fluctuatiuns in the value of the 
sovereign. It is worth while comparing this policy with the 
action of associations of producers in regulating the price of in¬ 
dividual commodities, with the old sliding scale, of corn duties and 
with the introduction of import duties to check dumping ; oath of 
which is a deliberate attempt to lessen the disturbing influence 
on the organization of production of fluctuations in the price of 
some commodity. For this comparison shows that the deliberate 
regulation of supply by a centralized banking system, with the , 
object of reducing fluctuations in the value of the unit of currency, 
is not a unique economic phenomenon ; it is only an application 
to a specially important case ol the general rule that fluctuations 
in the value of individual commodities arc productive of social 
disturbance and that some of the causes of these disturbances may 
be eliminated by unified action, to the general social advantage. 

The departure from an effective gold standard during thf course 
of the war has not freed the value of the unit of money from in¬ 
stability arising from secular movements, from changes in the 
level of credit or from transient fluctuations ; it has added other 
sources of instability and increased the social importance of theit 
effects. 

Since 1914 a diminished production of goods and an expansion 
of substitutes for gold have caused the purchasing, power of the 
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tinit M gold to fan to about half of its pte-wai t^rougliout 
the world, and tde same causes, operating more'strongly, have 
reduced the purchasing power of the unit of currency in many 
countries belo\* that of the gold to which it is nominily a'titlCj 
In the United Kingdom, Treasury notes and certificates havetieen 
created to the amount of some £350 m., and bank deposits subject 
to cheque have probably been multiplied alx)ut,two and a half 
times. This currency is convertible, directly or indirectly, into 
' gold; but not into gold which can Ih’ effectively employed (ot 
purposes of indifctry or international payments.* Being in excess 
at the amount required *o carry through the voluftie 5 f payments 
at gold prices, the purchasing power of each unit is depressed, and 
is equivalent, in the autumn of 1920, to loss than three-quarters of 
that of the gold it represents, The connexion between the internal 
stock of currency and the e.xtemal gold market being broken almost 
universally, the adjustment of the price level at home to the price 
levels of foreign countries, normally effected by the automatic ebb 
and flow of gold from and to the money stock, has ceased to operate; 
and the volume of the home currency, no longer automatically 
regulated by these variations in the n'serves on which it is based, 
is now subject to arbitrary control, partly through the Treasury 
policy governing the, issue of notes, partly by means of the Bank 
rate and partly by way of collective action on the part of the Joint- 
Stock banks. 

In consequence of these conditions, and of their international 
setting, the value of the unit of cnireni y has biatjme very unstable 
and the effects of this inst.ability very serious. The increasing 
production of goods, the didining output of gold from the mines 
and similar pe-rsistent causes are slowly changing the value of the 
unit of gold throughout the world. Such changes arc unimportant 
only in comparison with influences more rapid in their opera¬ 
tion. Working in conjunction with other causes, the policy of 
cautiously restricting the volume of the home currency initiated in 
the spring of 1920 a rise in the value of the unit of currency—in 
other words, a fall in the level of prices ; and tliis tendency has 
been powerfully reinforced by a decline in business confidence. 
Declining confidence in tlu' prospect of effecting profitable sales 
works, on the one hand, to reduce productivity; for in such cir¬ 
cumstances merchants postpone orders, manufacturers fear to 
produce for stock and goods are released for consumption by 
ipeculative holders ; and the growing depression in each industry 
s a cause of growing depression in all others. But, on the other 
land, it works even more strongly to reduce the amount of effective 
mrehasing power: there is a great contraction in the volume of 
tromises to pay created by merchants' orders to manufacturers; 
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sooner o^ later the pressure on the banks for new loans ; 

and currency, hitherto actively employed, is withdrawn into 
reserves to meet contingencies, or accumulated pending more 
favoarable opportunities for investment. The net effect is to 
reinforce the 'initial rise in the value of the unit of currency, and 
to accentuate business depression ; working cumulatively these 
various influences seem, towards the end of 1920, to be depressing 
general prices well below the level which may be termed normal 
*0 the general circumstances, and are causing severe social disturb-' 
ance in the form’of business uncertainty and extensive unemploy¬ 
ment of capitaband labour. , „ 

Superimposed on these disturbances are those due to minor 
and temporary causes of instability. The lack of connexion 
between the internal currency and the external gold market allows 
the value of the unit of money to fluctuate widely in terms of foreign 
currencies, and so adds greatly to the risks of international trade. 
At the same time the exigencies of Government finance set up 
incessant fluctuations in the supply of Command over Capital in 
the Short Loan market. Supply is made very variable by the 
alternate withdrawal and release of money in order to make im¬ 
mense interest payments ; and, above all, by the necessity for the 
Bank of England to expand its loans sometimes as much as j[so m. 
in a single week, in order to enable the State to repay maturing 
debt which cannot be renewed from the general resources of the 
market. These fluctuations in Supply, by causing wide variations 
in market rates, substantially increase the risks of busint-ss in the 
manner already described; but the disturbances which- they 
introduce are still of minor importance in comparison with those 
due to the more far-reaching influences simultaneously in 
operation. 



PART III.—THE TRANSPORT OF CAPITAL 


CHAPTER XI 

THE FLOW OH RESOURCES INTO INVESTMENT 

^ "^HE second main service (jf tlie Money Market —that with 
which tliis book is principally concerned—lies in the 
transport of cairital; its imixrrtance is to be measured 
by its effects in facilitatinp; the movement of capital into 
those uses in which it can be most effectively employed. But 
before proceeding to deal with the main question of the work 
done by the market, it is necessary to distinguish more clearly 
the nature of the supply of free capital, or the flow of investment, 
which the market transfers from one party to another as a railway 
transports material goods from one place to another. 

As already noticed, each party to production, by virtue of the 
service he contributes, obtains a title to a fraction of the total 
national output, a fraction whose size is measured by the market 
value of his service. This title, converted by the use of a stock of 
money into an effective means of making payments, gives him a 
control over a defined value of social resources in general. It enables 
him to satisly his present wants by consuming; th,at is, to draw 
from society's workshops things which yield up their satisfactions 
immediately. And it enables him to provide for his future wants 
by postponing consumption, or waiting ; that is, either to direct 
the application of social resources to the production of things 
which yield up their satisfactions in the future, or to transfer to 
other parties, in exchange for a payment of interest, the control 
over resources which he does not himself wish to exercise. It is 
this distribution of resources Iretween present and future uses 
which must first be examined. It has two aspects : first, the move¬ 
ment of money, which gives rise to the phenomena of the Money 
Market; secondly, the movement of the underlying social resources 
which the money movement controls. The former aspect is more 
appropriate in considering the matter from the point of view of 
the individual; the latter is more suitable in dealing with the 
subject from the point of view of society as a whole. 

Let us considu the distribution effected by a typical business 
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nmii of bis gross income, u^ng term to include the retum 
which be obtains as entrepreneur for bis personal services, and the 
retum which he obtains as capitalist from the capital he employs, 
without making, any reduction for maintenance either of his own 
energKs or of his capital stock. The main influence determining 
the extent to which he will postpone consumption, the amount of 
Waiting he will undertake, will naturally be the size of his income. 
And given the size of his income, the second influence determining 
the volume of Waiting he supplies will be his choice between present 
and future satisfaclions. The general consideration by which he 
will be governed*will be that of distributing his income among,, 
all the uses open to liim in such a way as to maximize the utility 
which it yields him. B\it as each particular want is satiable, this 
is equivalent to saying that he will carry his expenditure in each 
direction up to that point or margin, at which another sovereign 
would yield more utility if employed in some other use; and this, 
again, implies that he will maximize the utility of his income by 
distributing it in such a way that at the margin in each direction 
a sovereign will yield him the same return. If we now divide these 
various uses into two groups, the one yielding present, the other 
yielding future satisfactions and consider how the one is balanced 
against the other we have the influences governing the volume of 
Waiting arising from any given income. 

The relative importance of present and future goods will, of 
course, vary with the character and circumstances of each individual; 
but in each case as income is taken from uses yielding present 
satisfactions and devoted to uses yielding future satisfactions,* the 
urgency of present needs increases and the urgency of future needs 
declines; and, conversely, as more income is expended on goods 
satisfying present wants, their yield of utility declines and the need 
to provide goods for the future becomes of increasing importance. 
By this process of balancing, an equilibrium will be attained which 
represents the attitude of the individual towards his present and 
future needs. At this equilibrium the yield from the pound which 
he thinks it just, and only just, worth while to save has to him the 
same importance as that of the pound which he thinks it just, and 
only just, worth while to spend on immediate consumption in any 
particular direction. 

These two considerations, then, the amount of his income, and 
his choice between present and future satisfactions, determine 
the volume of the money stream which he directs (annually) into 
uses which meet future needs ; the sum of these individual streams 
forms the aggregate (annual) money flow controlling those surplus 
energies of society which may be devoted to maintaining and 
adding to its accumulated wedth. This stream is.not, however. 
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liw saaie thing as the annual flow of investment wh'icJ^needs to be 
identified; several limitations are necessary. 

In the first place, some clearer distinction is neceisary {letween 
the things Which yield their satisfactions in the present and these 
which yield them in the future. These two groups of things’have, 
as it were, nuclei but no boundaries; in practice they form a 
continuous scries, the one merging imperceptibly into the other. 
The service of a barber is consumed as it is produced ; resources 
in the form of clothing constitute a stock of services yielding their 
satisfaction:; oflly during a p<‘riod of time ; those in tjie form of raw 
' materials and industital plant yield their satisfaetions more re¬ 
motely still : while the stock of services in buildings an<l similar 
durable goods are yielded only in the course of long jx'riods of 
time. The line of division in this series must be drawn with refer¬ 
ence to the purpose in hand. The present purpose is to distinguish 
the stream of resources devoted to use as capital, using the term 
" capital ” in the ordinary business sense to include all those 
things (other than land) which are employed for the purpose of 
earning that part of income which is commonly reckoned in terms 
of money. In considering the distribution of income Ixdween the 
present and the future, tla refore, we may, for present purposes, 
reckon that an individual "consumi's’’ in so far as he exercises 
his control over resources to obtain food, clothing, furniture and 
other things intended for personal, as distinct from business uses; 
and that he postpones consumption, or waits, to the extent that he 
exercises this control to increase his “ capital,” either by directing 
resources into his own business or transferring them to other 
parties in exchange for a rat<' of interest. 

The flow of resources directed into these lattei uses forms the 
stream of Waiting proceeding from each individual; but it does not 
correspond, at any rate during short periods, to the stream of indi¬ 
vidual investment. In order to bring out this point clearly, 
let us return to the case of a typical business man. His capital 
consists of resources inv( sted in various sjiccial forms; a stock 
of money which facilitates his transactions; a stock of raw 
materials to be embodied in his saleable products; a stock of 
machinery and other plant which assists him in their manufacture, 
and so on. Suppose that in the course of the year he saves and 
accumulates a stock of money in excess of that which he needs to 
carry out his business transactions. In one sense he is investing, 
in another sense he is not. Without investigating the niceties 
of this question, we must reckon that when he acts in this way he 
adds to his wealth, but not to his capital; that he waits but does not 
invest; for otherwise we lose sight of the great difference between 
the social effect of accumulating control over resources and that of 
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emplo3ring %hat control to set resources in motion. This dis» 
tinction between Waiting and Investment is obvious enough; but 
it is of ponsiderable importance and will be taken up again a little 
later. • * 

Allowance being made for duplication, the sum of these money 
streams proceeding from individuals during the course of the year 
forms what we may call Hie aggregate money stream of individual 
investment. It constitutes the annual flow of Command over 
Capital and controls that part of the productive capacity of the 
country which is^devoted by individuals to maintain and add to 
their individual stocks of capital. ' r 

A part of this stream is applied directly by its owners in replac¬ 
ing and increasing the equipment of their businesses ; the remainder 
forms the supply of “ capital,” which is transferred to other parties 
by the machinery of the market. It must not be overlooked that 
this remainder is in apix'arancc multiplied by being passed, in 
many cases, through the hands of several intermediaries; as, for 
example, that which is lent by the public to the banks, by the 
banks to the bill brokers and by bill brokers to merchants ; but 
this consideration docs not affect the substance of the argument. 

That part of the stream which is transferred in this way to other 
parties is employed in a great measure in the maintenance and 
extension of business enterprise at home and abroad. But it is 
not all so employed; for among the borrowers in the market are 
many who bid for the use of resources for the purpose of immediate 
consumption. Resources transferred to the control of spend¬ 
thrifts, Governments, Municipalities and other parties at hbme, 
who employ them in consumption, are recorded as debts, which 
constitute capital from the point of view of the individual investor 
but not from that of society as a whole. 

This consideration leads to a distinction between the aggregate 
stream of individual investment and the stream of social invest¬ 
ment. The latter is obviously the smaller of the two ; it represents 
the resources annually applied to maintain and increase the stock 
of capital of the community regarded as a whole, that part devoted 
to increasing this stock constituting the stream of net social 
investment. 

We have then three streams of money payments; first, the 
aggregate stream of individual investment, representing the wiolo 
of the resources annually applied by individuals to maintain and 
extend what from their point of view is capital; secondly, that 
fraction of this stream which represents tesources transferred, by 
the agency of the market, to the control of other parties; and 
thirdly, that part of the stream which represents the fraction of 
the productive capacity of the country annually applied to increase 
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the stock of capital of the commumty as a whole. A fjttle must be 
said with regard to the size of these streams, the regularity of their 
flow and the work done by the market in facilitating and directing 
the movemeht of the particular stream passing through its'hands. 

First, as to the size of these streams. " The fl'ow of investment. 
of resources for future needs," says Dr. Marshall,*' "consists of 
two streams. The smaller consists of new additions to the accumu¬ 
lated stock : the larger merely replaces that which is destroyed ; 
whether by immediate consumption, as in the case of raw material, 
fuel, etc. : bj»wear and tear, as in that of r;rilway irons ; by the 
• lapse of time, as in that of a thatched roof or u trtide directory; 
or by all these combined. The annual flow of this second stream 
is probably not less than a quarter of the total stock of capital, 
even in a country in whicli tlie prevailing forms of capit.al are as 
durable as in England.” The sizi’ of the former stream in 1914 
was probably in the neighbourhood of £350 m. jx r annum. The 
size of the latter is at first sight astonishingly large; but its magnitude 
is less surprising win n it is remembered how large a part of the 
capital employed in industiy, and especially in trade, consists of 
coal, metals, textiles and so on, in the various stages of manu¬ 
facture through which they move in their i)assage to the consumer. 
The large proportion of resuiirtes annually devoted to replacements 
evidently does much to explain the great adaptability of industry 
and trade to the constant changes of demand which it is called 
upon to face. 

Inasmuch as the stream of money payments into investment 
usdh involves a corresponding movement of the social resources 
which it controls, it is evident that marked irregularities in this 
stream may be a source of important social disturbance. Mr. 

C. K. Hobson’s estimates ** of the ixport of capital show that the 
volume of foreign investment varies widely from year to year, but 
little or nothing is known sl.itistically of changes in the annual 
volume of home invest ment. Nevert tu less 1 here are c(!rtain general 
considerations bearing on the matt(u which may be noticed. 

Thq primary inlluencis affecting the annu.al volume of the 
stream of investment are evidently those which govern the power 
and the will to save; those due, on the one hand, to growing 
productive capacity, variations in the bounty of nature and in 
foi%gn demand, trade disputes and so on ; and, on the other, to 
modifications of outlook leading to habits of thrift or extravagance. 
Such influences, acting through the volume of Waiting upon the 
stream of investment, cause a shifting of resources to or from con¬ 
structional and exporting industries from or to industries which 
minister to present needs. It would lx; of sqme interest to consider 
how far these influences arc sufficiently powerful and rapid in their 
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operation t<i strain the adaptability of the industrial oiigaiuzation 
and to form a cause of social disturbance; but the matter is too 
large to be dealt with here. 

,We may pass on, then, to consider the nature of theVlsturbiujces 
• which‘^rise from a secondary cause; namely, differences in the rates 
at which waiting and investment proceed. 

In modern conditions, some people who wait, or save, apidy 
their savings as they accrue to the repayment of bank loans or 
other debts, to the expansion of their businesses and to similar 
uses; in such case** saving and investing proceeds concurrently 
and no difficulty Arises. But other people act differently; they . 
may save continuously, but they invest only after a period of 
accumulation when a favourable opportunity occurs. When they 
act in this way, they withdraw currency from active circulation, 
mainly by accumulating, at their bankers, lodgments which would 
otherwise be employed as a means of making payments—as orders 
for the production of goods. The total volume of bank lodgments 
remains unaltered, for the banks arc not affected by such transfers; 
but lodgments arc shifted from people in general and heaped up on 
the accounts of particular individuals ; in effect, money is being 
hoarded. As a result of this action, a part of the cheque currency 
by which social resources are controlled is withheld from active 
employment, and two consequences follow. The immediate effect 
is that, in consequence of fewer purchases, of a smaller effective 
demand for goods, production slows down. A second effect is a 
general fall in prices, which tends to proceed until the diminished 
quantity of mom^y in active circulation again controls and sets in 
motion the whole supply of social resources. It seems clear that 
this latter compons,'itory effect must proceed more slowly than 
the former and that in the interval during which it is proceeding 
social resources are imperfectly employed. In other words, in 
spite of the banking system, variations in tiu’ interval between 
saving and investing are, or may be, causes of fluctuation in the 
employment of capital and labour. 

This conclusion would be of no importance if the actions of 
investors were independent of one another ; in that case, the 
absorption of money by some individuals would be set off by the 
release of money by others; a part of the money stock would be 
out of action, but this amount would be tolerably constant and 
saving and investment would proceed concurrently. But such an 
assumption does not correspond to the facts; for investors are 
moved largely by common causes. They.Kire affected alike by 
variations in the costs associated with Waiting : that is to say, 
by changes in the facilities for marketing their capital; and above 
all by changes in the current estimates of risk, or more broadly. 
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iii the general business outlook. Such changes, theijpfore, ue a 
cause of variations in the money stream of investment and of 
disturbance in the resources which that stream controls. 

Goschen * drew attention to the powerful influence of the 
rapidly developing Trust and Finance compas.'ies during fhe, 
'do’s in directing capital from home to foreign investment J that 
is to say, from industries which supply capital goods for home use 
to exporting industries which supply the needs of other countries. 
Booms in rubber planting, gold production and similar speculative 
undertakings form more recent instances of tl'.e manner in which 
, changes in a local business outlook affect the stiv>am»of investment 
into particular industries and encourage wide fluctuations in their 
activities. 

A more important and more interesting question is the manner 
in which the money stn^am of investment, by varying under the 
influence of changes in the general level of confidence, contributes 
to the intensity of business cycles. An improved business outlook, 
accompanied by rising confidence, increases the demand of business 
men for Command over Capital ; for it urges them to borrow in 
order to exploit the more f.ivourable opportunities for profit. At 
the same time, it increases supply ; for it reduces the investor's 
estimates of risk and oiviis up many new opportunities for the 
profitable employment of his capital. In such circumstances it 
is hardly possible to doubt that the money stream of investment 
proceeds even faster than the rate of saving, and that its change 
of rate produces the twofold effect already described. 

•It increases the activity of the constructional and other in¬ 
dustries which give effect to social investment and it throws addi¬ 
tional supplies of money into active circulation, thereby encouraging 
a rise of prices and reinforcing the rising level of confidence which 
is the immediati' cause of growing business activity. Conversely, 
low or declining confidence in the business outlook is emphasized 
by its influence on tlie action of the investor. The rate of invest¬ 
ment lags behind the rate of saving ; money is thereby withdrawn 
from active circulation ; and a fall in the effective demand for 
goods, accompanied by declining prices, yields its special contribu¬ 
tion to the disorganization of the relations between producers 
and consumers which marks a period of depression. 

fhe immediate conclusion, then, is this. In the long run 
the stream of waiting, or saving, is identical with the money stream 
of investment; and changes in the volume of '.he one tend to 
produce corresponding changes in the volume of the other. Such 
changes cause a diversion of social resources ; only when they are 
rapid, however, are they likely to produce .any social disturbance. 

But the money stream of investment varies also, locally or generally. 
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with chang^ in facilities for marketing and in estimates of bo^ess 
risks. General changes of this kind contribute to the social dis* 
turbance produced by business cycles; partly by increasing the 
rapidity with which resources are diverted to or ftftm the pro- 
, dudtiqn of capitSl goods; partly by adding to the stock of active 
money when confidence is high and prices are rising, and taking 
from it when confidence is low and prices are falling. 

The money stream of investment with which we have just been 
dealing includes that part which is transferred to other parties by 
the agency of the Meney Market. In a final chapter something will 
be said with regard.to the comparative size otthis latter stream; at r 
the moment we are concerned with the work done by the market in 
facilitating and directing its movement. That work must be judged 
by its effects in enabling capital to move rapidly and economically to 
the points at which it yields the highest return. It lies partly on 
the side of Supply, partly on the side of Demand; on the one hand 
it lowers the supply price of capital; on the other it assists in the 
formulation of demand. In the following chapters, therefore, the 
composite supply price of capital is broken up into its three elements, 
the price's of pure waiting, of risk-bearing and of marketing, with a 
view to considering the work done by the market in reducing their 
amount; next, some account is given of the assistance provided by 
the market in the formulation of demand; finally, each of the 
individual agencies composing the market is briefly reviewed with 
the object of bringing out the characteristic features of its work in 
promoting the distribution of capital in accordance with the social 
interest. 



CHAPTER XII 


■ THE INFLUENCE OF THE MARKET ON THE SUPPLY OF, 
CAPITAL 


Waiting 


r 


'^HE many forms of human exertion put forth in pro¬ 
duction are separable into two kinds — Working and 
Waiting. There seems to be no fundamental difference 
of nature between the two; for the qualities of character 


required in some parts of business management are closely similar 
to those exercised in saving. The distinction must be justified less 
by the nature of the exertion put forth than by tlie nature of the 


product or service to which each gives rise. 

The term Working conveys a clear idea to tin; mind largely 


by its very ambiguity in implying not only the cost, i.e. the exertion 
which it involves, but also the corresponding service, %.e. the 
work done as the result of that exertion. The term Waiting, on 
the other hand, leaves only a shadowy impression on the mind. 
This seems to be due ])artly to the fact that the term refers only to 
the c6st, i.e. the exertion involved, and does not suggest the 


corresponding service, the supply of Capital; and partly to the 
fact that this service is itself somewhat obscure. It will be worth 


while to define the nature of Waiting rather more exactly than has 


yet been done in older to bring out its social significance, i.e. the cost 
which it involves and the social economies to which it gives rise. 


As a preliminary we may define Waiting simply as postponing 
consumption; or, with the object of indicating both cost and 
service, as abstaining from the use or enjoyment of some thing of value 
in the present in order to obtain its use or enjoyment in the future. 

In this definition the cost of Waiting is implied in the post¬ 
ponement ; while the economic service of Waiting appears in 
the effect of the postponement, namely, in some thing of value or, 
more generally, some quantity of resources, being preserved from 
consumption and consequently made available for use. 

As, however, the Mofley Market deals in terms not of tilings 
themselves but of their common money measure, it is convenient 
to express the service or 'product of Waiting* in those terms, so 
that it becomes'a measurable thing of two dimensions, a quantity 

73 
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of value tx a period of time; £500 supplied for one year being 
regarded, generally speaking, as equivdent to £iOQ supplied for 
five years. Waiting,‘then, liberates a quantity of value for a period 
of tiiiie; it giakes available for social use a conflrol over social 
resources —a quantity of what strictly should be called " command 
over capital," but is more generally known as "free capital "or 
simply " capital." Inasmuch as exertion is needed for its pro¬ 
duction, the supply of capital is limited; inasmuch as it may be 
employed to effect real social economies it is in demand ; accord¬ 
ingly the use of cdpital has a value and may be marketed at a price 
known as the nel rate of interest. ■ . 

The costs of Waiting consist in all the exertions required to 
give up certain enjoyments in the present in exchange for the 
prospect of certain other enjoyments in the future. These exertions 
vary greatly with circumstances, but may often be more severe 
than those of Working ; they comprise not only the exercise of 
considerable imagination in order to recognize the needs of a 
distant future and to balance them against the more vividly pre¬ 
sented demands of the present, but also the continuous self-control 
required to give effect to this recognition. When a workman is 
saving a fraction of his wages, the reality of his exertion is very 
apparent. At the opposite extreme of the income scale, when the 
heir to £5000 a year abstains from consuming his capital, his Wait¬ 
ing will always involve the exercise of some imagination and self- 
control to set bounds to his expenditure and save him from the fate 
of the spi-ndthrift; but although this Waiting will be on a vastly 
larger scale, the total exertion he puts forth may well be much less 
than that of the workman. 

If these two parties invest their capital, the money reward, 
i.e. the interest, received in the two cases will obviously be in pro¬ 
portion not to the exertion pul forth but to the quantity of Waiting 
supplied. It follows that there is frequently a wide disproportion 
between effort and reward ; the rich wait with case, the poor with 
great difficulty ; and each is paid the same price for each unit of 
capital supplied. If justice requires that material reward shall be 
proportioned to exertion the present method of payment is evidently 
unjust. It must be noticed, however, that Waiting is paid for on 
just the same principle as is Working and that, in this respect, 
the two stand or fall together. The man of great natural endow¬ 
ments is paid out of proportion to the exertions involved in his 
Working—the leading tenor gets many times the salary of the 
stoutest voice in the chorus—just as the man who inherits great 
wealth gets paid out of proportion to the efforts involved in his 
Waiting. Material rewards are paid by society not in proportion 
to efforts or worthiness but in proportion to the value of services 
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ra&dered; a system whose defence rests less on its iaunediate 
{ostice in individual cases than on its genera] effectiveness m Calling 
Iwth appropriate quantities of the various kinds of service which 
society requires* to satisfy its multitudinous needs. , ' , 

The market, then, lays stress not on cost, but on supply,' fiot 
on postponement, but on the result of postponement, the capital 
thereby made available for use. The important question is there¬ 
fore to distinguish the nature of the economies which are produced 
by capital and by virtue of which its use commands a price on the* 
market. • " 

As we have seen, W;ating, the postponement #f consumption, 
places at the disposal of society a quantity of capital by means 
of which the party employing it obtains a control over a quantity 
of resources applicable to any use he chooses. l''or this capital 
there is a twofold dem.anil corresponding to two distinct kinds of 
uses to which it is ap])lied : first, it enables goods to be " carried " 
from an earlier to a later point of time when they may iK)SS(»s a 
higher value from their ability to satisfy a more urgent need. This 
additional value, one of the sources from which inten-st is paid, is 
the measure of an economic benefit or service arising from what, 
for the purposes of this chapter, may be tailed the Consumption 
demand for Waiting, or Capital. In the second place, it may be 
employed in a manner which adds to the (fficiency of human effoit 
and consequently yields a surplus, a net addition to its own amount. 
This addition of value, the second source from which interest is 
paid, is the measure of a second economic benefit from which arises 
what,*for present purposes, may be called the Production demand 
for Waiting. The nature of this double economy which forms the 
source of interi'st must be considered more fully. 


ThK CON'SI MI’TION Uk.MA.M) 

The Consumption demand for Waiting calls forth a service 
which is closely analogous to that involved in a trading o])eration. 
The trader carries a thing of v.diie from some jioint in sjiare where 
it is relatively little needid to some other fioint where the need 
for it is more urgent; and he draws his profit from the additional 
value which this thing acquires as a result of its transfer to the 
latter place. Similarly a person who waits enables some thing of 
value to be carried from the present, a point of time in which it 
satisfies a relatively small need, to some point of time in the future 
when it is likely to satisfy a greater need ; and lie draws interest, 
or its equivalent, from the additional value which the thing acquires 
as a result of its transfer to the later point of time. The one carries 
tbroogh space, the other through time ; each increases the utility 
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of the tfcne carried by transferring it to a point where it is more 
urgently needed; and each draws his reward from this increase of 
utility. 

. A primitij^e instance of Waiting for these purposes is given by 
the.squirrel who stores nuts for winter food. He is concerned only 
to carry a quantity of food from a time of plenty to a time of ex¬ 
pected scarcity; and he draws an equivalent of interest in the 
increased utility of the food at the later date, that is to say, from 
flts ability to satisfy a more urgent need. In business conditions 
these operations ‘are carried out in terms of money, and the corre¬ 
sponding chse becomes that of the thrifty person who saves, say. 
£1000 in order to provide for the needs of his old age. If he simply 
stores this money in a stocking, ho will, if he has estimated wisely, 
obtain a considerable reward for his Waiting from the increased 
utility wliich the £1000 yields him at the later date. This reward 
is essentially interest, althougli it is not paid by another party and 
is not expressed in terms of money. 

The capital resulting from Waiting is, of course, not necessarily 
used by those who waited and produced it, as in the simple instances 
just quoted ; it may bo transferred to others through tlic agency of 
the Money Market. The first and most obvious part of the con¬ 
sumption demand for capital expressed in the market is that arising 
from those who wish to consume now instead of later. They feel 
their present needs to be more urgent than those of the future; 
they desire to anticipate, i.e. to exchange the future for the present, 
and they do so by obtaining the use of capital from those who wait, 
i.e. who exchange the present for the future. Governments who 
borrow through the agency of the securities markets for such pur¬ 
poses as war, and spi ndthrifts who borrow on mortgage through the 
agency of solicitors in order to enjoy now instead of later obtain a 
considerable, and at times a very large share, of the annual supply 
of free capital. 

Resources so applied are destroyed ; they add nothing to the 
capita! stock of the community regarded as a whole. This does 
not mean, of course, that the Waiting which freed those resources 
for social use has been fruitless. Apart from the advantage gained 
by those who waited, the capital they supplied served a purpose by 
enabling others to transfer a power to consume from a time of less 
to a time of more urgent need, thereby making a net gain of utility, 
a part of which was paid over in the form of interest to those who 
waited. 

A second part of the consumption demand arLscs from those 
who wish to employ capital in the way of business to effect precisely 
the same kind of economy. \Vholesale merchants borrow from 
the banks in order to distribute wheat and other agricultural 
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produce through the year in a manner which increases tie ‘utility 
h 3nelds; retailers need capital to carry the stocks of finishea'goods 
with which to meet the needs of the public as they arise. Waiting 
employed in tb& way is not cancelled by Anticipation; it inn't^aw^ 
the capital stock of the community and earns interest by enabjing 
goods to be carried to those points of time at which the demand is 
keenest. 

We may then conclude that Waiting in response to the Ojn- 
sumption demand is a service which consists simply in enabling 
things to be carried to the points of most urgent demand ; the 
j>roduct of this service ^X’ing the additional utility Which these 
things acquire from the transfer ; and this increase of utility 
forming the first of the two sources from which interest is paid. 


The Production Demand 

The Production demand for Waiting springs from a source 
quite distinct from that described above ; it arises from purely 
technical conditions in connexion with processc:s of production, 
and has become of increasing importance since the advent of the 
Industrial Revolution. 

In parts of the world where thi! bounty of nature is very rich, 
groups of people whose wants are simple may be able to satisfy 
their immediate needs without putting forth anything in the nature 
of Working or Waiting ; in such conditions the question of a 
cost or supply price of the things which satisfy these immediate 
needs'does not arise ; for they arc obtainable practically without 
exertion and there is enough for all. 

When, however, the bounty of nature is inadequate, and hunger 
and cold can be alleviated only by hunting and fisliing, work 
becomes a necessary jireliminary to the use of furs and meats; 
food and clothing can be acquired only at a cost. In such circum¬ 
stances these simple economic goods will acquire an exchange 
value, for their supply will involve costs of production, and these 
costs may be said to consist simply of labour, of Working. 

But with the advance of knowledge and the increasing com¬ 
plexity of wants which accompany development towards tlie condi¬ 
tions of modern communities, production ojxrations change their 
character; Working ceases to be the sole element of cost, and 
Waiting, an element formerly imperceptible, becomc's of increasing 
importance among costs of production. 

The cause of the introduction of this new element is of course 
simply economy and the cause of this economy is simply that the 
addition of Waiting to Working permits thp adoption in many 
productive operations of alternative methods of higher productivity. 
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An illusloition of this change of method with its atcorapanying 
increase in pnxfactivity may be taken from the case of the febennan. 

We may suppose., the ffsherman in primitive conditions to be 
working practi^ly without appliances and to be* consuming the 
products of his Working forthwith; and, if we compress a period 
of slow evolution of knowledge into a point of time, we may suppose 
further that he is at t jjc same time aware of an alternative and more 
effective method of obtaining these products by means of boat 
i»nd nets. Suppose him then one morning to resolve to change 
from one method to another. Accordingly he dacidcs to continue 
temporarily in <iis present ways, but to cave, say, one-half of hi?. 
produce for fifty days and to pay this to some other party to manu¬ 
facture for him the boat and nets he requires. At the end of this 
period he adopts the second method of production, and his daily 
produce, we may very reasonably suppose, shows a net increase 
of 20 per cent. 

The question to be answered is—to what is this additional 
produce due ? It is not due to increased Working on his part 
under the second method ; for, although the character of his efforts 
may have been changed, it may quite fairly be assumed that they 
are on the whole no more arduous or difficult than before. It is 
not due to increased working during the fifty days, for his work 
during this period underwent no change and his product was the 
same as before. It is not due to the increased Working of the 
other party; for that other party has obtained fish indirectly by 
making boat and nets, instead, perhaps, of producing fish directly 
on his own behalf. Only one thing has changed ; one further 
thing has been done. The fisherman has alrstained from consuming 
the products of fifty half days’ labour; these products constitute 
“ free capital ” ; they give him a ‘‘ control of resources ” which 
he devotes to the construction of the capital goods, boat and nets, 
thereby increasing tbo volume of bis daily products. He may when 
he chooses re-exchange those tools for fish and enjoy the consump¬ 
tion he has postponed, but so long as he continues to postpone con¬ 
sumption. i.e. to Wait, his daily product is increased by 20 per cent. 

It is clear, therefore, that the difference between the productivity 
of the first and second methods of production is due simply to 
Waiting. This difference constitutes the Production demand for 
Waiting and is the second source from which interest is paid. 

The scope for the employment of Waiting in production uses 
evidently depends on technical considerations ; it depends on the 
methods of production wliich have been diaiovered and on the extent 
to which the adoption of the most efficient of these methods is 
facilitated by the use of a “ quantity of value for a period of time." 
Its contribution to productive capacity varies then with the technicad 
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\ canditkiBs of each trade and industry/ranging from a of 

"isa^nificanoe in the industrial operation of a washerwoman, through 
(MM of considerable importance in, let us say, cotton-spinning, to 
one of predonilnance in the case of ocean transport. In yome 
operations roundabout methods offer little advanta|e ; in otlwrs* 
they yield enormous economies. 

■W^en capital is employed to allow a stock of wine to mature, a 
crop to ripen, or a forest to grow, its function is simply that of 
enabUng a period of time to be intcrposi'd between human effort 
and its reward, during which period the forces af nature operate 
to produce a result unattainable by more imm»dials> methods. 

"the more typical use of capital is, however, to enable business men 
to adopt lengthy and roundabout modes of proditi tion when these 
are more efficient than more direct and immediate methods of 
attaining a similar end. It would be |)ossible, for example, for 
business men to carry out their transactions by paying away their 
own products in the purchase of thc^ various goods they require ; 
but in fact they do not do so, because they c;in carry through their 
transactions far more efficiently by adopting a roundabout method: 
namely, by exchanging the ir product for money, holding a part of 
their capital as a money stock and employing this stmik to effect 
their payments, the economy so effected mori' than outweighing 
the loss of interest on the capital so employed. A clearer cxam}>le 
is given in the comparison between two methods of transport, the 
one by coolie involving only Working, the other by means of a 
railway, involving botli Working and Waiting. By the second, 
roundabout method, the operation of transport is earried out in 
two stages : in the first stage Waiting provides the food, clothing, 
etc., which enables Working to be applied to the production of a 
slowly made intermediate product, the railway; in the second 
stage the railway, whose cost is borne solely by Waiting, is joined 
with more Working to produce transport services vastly more 
economical and efficient than those of a similar quantity of unaided 
labour. The increased efficiency of labour, due to the assistance 
ol Waiting, yields a surplus over the results of the direct method 
which constitutes the source from which interest is paid. 

We may conclude then that the act of Waiting is &.i act of - 
postponing consumption which releases for social use a quantity of 
value for a period of time ; its product is a supply of capital, the 
control over a quantity of social resources, which may be employed 
by the party who waits, or transferred to some other party through 
the agency of the Money Market. The use of this capital introduces 
two ^tinct economies ; it increases the efficiency of consumption 
(if the expression may be permitted) by enabling things to be carried 
to those points of time at which they satisfy the most urgent 
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(moQey)idemand; it increases the efficiency of produ&on by making 
possible the adoption of methods of higher productivity; in eadi 
use it yields a net gain of utility which is the source from which 
^ intei'est is p^d. ® 

.^The annual supply of free capital, the stream of resources 
seeking investment, is partly applied by its owners to maintain 
and extend their ovyn business operations, partly transferred to 
other parties through the agency of the market. In either case 
,the Waiting from which this capital arises is inseparably bound up 
with other (real) costs. c 

When the Sivestor employs his capital in his own business hjs . 
Waiting is associated with the exercise of the business ability 
required for the management of his undertaking. When he trans¬ 
fers his capital to the control of other parties, “ work of manage¬ 
ment " is still necessary both for dealing with the risks to which the 
capital is exposed and selecting the employment in which it may 
be expected to yield the highest net return. It is mainly by 
separating Waiting from this work of management that the market 
exerts so powerful an influence in increasing the volume of Waiting 
annually supplied. It docs so in two ways. 

The market agencies themselves may assume, in part or in 
whole, the work of risk-bearing and marketing, and by their expert 
knowledge and wide business connexions greatly increase the 
efficiency with which it is done. Deposit and Savings banks take 
over the whole of this work from the investor, relieving him of all 
but the service of Waiting. Trust and Investment companies 
(cf. pp. 118-21) relieve the investor of part of his risks and most of 
the work of markiding ; they open for him an immense and other¬ 
wise inaccessible field for the profitable employment of his capital. 
The Jobber’s “ turn ” and the Broker’s commission are payments 
for work of management which few investors would care to under¬ 
take themselves. 

A second method, similar in principle, is that adopted by Issue 
Houses, company promoters and so on in the sale of securities to 
the public. The stocks and shares which they market are difier- 
entiated in adaptation to the needs of different types of investors : 
.«ome-s«ch as mortgage debentures are so devised as to be almost 
free from risk; others such as preference shares bear limited 
risks; others such as ordinary shares have concentrated on them 
most of the risks of the undertaking they represent. 

It is easy to see that these two methods are no more than 
special applications of a very general,, principle. Just as the 
complex operation of producing goods is separated into its simpler 
processes and these processes assigned to specialized classes of 
workpeople, business men and capitalists, so the complex service 
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Inwlved in the supply of capital is separated into its elements and 
each elementary service assigned to the party who will supply it 
most cheaply,^ The effect of the application of these metho^, on 
the supply of capital and the development of indust-y, can hardly 
be estimated ; but it seems clear that if each investor were required 
to deal himself with the risks and trouble of marketing his capital, 
the annual supply of Waiting would be only a small fraction of its 
present amount. In the following chapters the economies effected 
by the market in that part of this work which they take over from 
the investor are*(“xamined in more detail. 


6 



CHAPTER XIII 


THE INFLUENCE OF THE MARKET ON THE SUPPLY OF 
CAPITAL 

Risk 

F or the sake of simplicity Waiting has been dealt with as 
though it were a distinct and independent service ; in fact, 
however, as Waiting essentially implies the carrying of 
some thing of value from the piesent to the future, its 
supply, as already noticed, is necessarily associated with that of 
another and quite different service. As the value of the thing 
carried depends upon the events of a future never perfectly fore¬ 
seen, that value is subject to change uncertain both in kind and 
degree. Accordingly anyone who Waits, or carries any thing of 
value through time, must accept the risk of change to which its 
value is exposed ; in other words, the service of Waiting is essenti¬ 
ally bound up with that of bearing Risk. 

Given a complete knowledge of the future, it would evidently 
be pos.sible to make a much more exact and delicate adaptation 
of economic means to economic ends than is practicable in the 
circumstances in which business is actually carried on. In such a 
condition volcanic eruptions would destroy only that property 
which awaited demolition ; hailstones would fall on crops and 
leave their value unaffected ; changes in wants would coincide 
with the decay of the industrial plant which served to satisfy them ; 
the terms gain and toss would be deprived of that greater part of 
their significance which is derived from the presence of chance. 

In actual fact, however, not only can the changing environment 
of the Ittture be foreseen only very imperfectly, but the present 
environment itself is inadequately known. Consequently the 
adjustment of means to ends is at best only a succession of approxi¬ 
mations. Incessant change in the extent and kind of wants is 
followed by .incessant readaptation of industrial machinery; and 
the cost of imperfect knowledge is a continuous maladjustment, 
which lowers the efhciency and therefdre the productivity of 
resources, and gives rise to a continuous social loss. 

The amount of this loss depends on three things: (i) the 
rate of social change; (2) the degree of imperefetioft of knowledge; 
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ftnd (3) the extent to which resources are fixed and unadaptable, 
i,». the immobility of invested resources. 

The rate o^ social change is evidently important. A Repuj^licao 
victory in the United States of America is thought perhaps K) 
foreshadow trust and tariff legislation. A typical effect would 
be that prices of certain stocks tend to fall; in other words, 
people will not buy those stocks, and new capital will not flow into 
the industries which those stocks represent, until the rate of return 
rises by an amount which will cover the cost of bearing the addt- 
tionai risks whith have been intioduced, Agaii^^ caphal invested 
in plant for tiic production of fashionable goods must normally 
yield a higher rate of interest tluin capital ap])lied to produce goods 
of more stable consumption ; the additional diarge for interest 
increases the cost of the goods sold to the consumer and is, as it 
were, the price, or at any rati’ a part of the price, of the more rapid 
social change. Instances could evidently be nmltiplied, were 
it necessary, to show how great is the waste introduced by the 
presence of unforeseen change. 

The future may be controlled to some I’.xlent by the develop¬ 
ment of stable political institutions, by laws for the etiforcement 
of contracts, and by the growth of morality which increases the 
stability of business relations; uncertain future events may be 
set off against one another by the ojx-rations of Insurance com¬ 
panies, and liability'may be lin'ited by special legal devices. Never¬ 
theless, there remains a ceaseless and incre.asitig change which may 
often consist in the introdiu tion of new inventions and of improved 
proc&ses, but, in itself, adds greatly to the risks of invested 
resources and constitutes a very imputatit elemi nt in costs of 
production. 

The second determinant of the amount of risk which is borne 
by a society is the extent of ignorance, without which change 
(from this point of view) is harmless. The social machinery for 
dealing with this ignorance by collecting and distributing intelli¬ 
gence is extensive and elaborate. Th< M< teorological Othce increases 
the efficiency of resources employed in navigation and agriculture ; 
the speculative produce markets publish antieijrations of the 
future in terms of price quotations, and by so doing co^r'JfftSfe^ 
supply and demand more closely ; while many thousands of people 
specialize in the collection of information bearing on the present 
conditions and future prospects of business nndcrtakjngs through¬ 
out the world. The commercial and financial articles and market 
reports annually published in the periodicals of the U.S.A. alone 
would, it has been estimated, make nearly two hundred and seventy- 
one millions of books of the size of Davuf Harum.^* All'this 
intelligence, distributed by the technical and general press, must 
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diminish very greatly the risks of investment or, more generally, 
the wastes arising from the maladjustment of social resources. 

Giyen, then, the rate of change in a society, anc^also the state 
of knowledge,*the amount of risk depends upon a third factor— 
the ‘degree of mobility of invested resources. Evidently the losses 
inflicted by unforeseen change, whether they proceed from the 
introduction of new methods of production, from changes in taste 
or from political upheavals, will depend very closely upon the 
ftower to recover or to readapt the form of the fixed capiti which 
was adjusted to {he necessities of the original econbmic conditions. 
Every increase, therefore, in the amount ‘of fixed capital used in 
a production process or in the degree to which it is specialized 
diminishes, ceteris paribus, this power of readjustment to changing 
circumstances and increases the amount of risk .associated with 
the production process in question. When resources are invested 
in the construction of a liiglily specialized plant, or when a workman 
spends many years in acquiring skill and speed in performing some 
delicate specialized process, the risk of loss on the capital invested 
is evidently far greater than when plant and personal abilities, 
being less highly differentiated, can be diverted to other uses 
as circumstances require. 

Although, therefore, it may be h.ardly possible to prove the fact 
inductively it is impossible to resist the inference that the more 
permanent and highly specialized are the forms in which resources 
are embodied, the higher, other things being equal, must be the 
rate of return on these resources, in order that adequate compensa¬ 
tion may lx- received for the additional risks which perraaflence 
and specialization introduce. 

These three diterminants of the amount of risk borne by a 
society are interdependent, but they represent distinct sources. 
It will be convenient to deal with the first two together under the 
heading “ Risk arising from Imperfect Knowledge,” and then, 
assuming the imperfection of knowledge to be given, to pass on 
to a consideration of the additional risks introduced by the immobilty 
of resources. We recognize, therefore, two main sources of risk and 
^deal with them in successive chapters. 



CHAPTER XIV 


THE INFLUENCE OF THE MARKET ON THE SUPPLY OF 
CAPITAL 

I 

I. Risk ARlSINfi FROM Impiirff.ct RNgWIFl^OF: 

A STOCK EXCHANGE list for April 1014 gives llir yirhi 
at currrnt pricrs of tlio two kinds of stork issued by the 
United Stales of Ameriea Steel Corporation ; the Pre¬ 
ference Stock yields £6, 6s. ])er cent, the Ordinary £y, 15s. 
per cent. As each of these stocks has a large and aiitive market, 
so that the ease of buying and selling is prai tically the same in the 
two cases, the difference in yield of £1, 9s. jht cent must be regarded 
as a payment for the additional risk borne by the holders of the 
Ordinary Stock, This difference of yic Id of which we are speaking 
is not, of course, based on the rates of return on the original capital, 
but on the rates of return which would be obtained 011 capital 
invested in the two kinds of security at current prices. The presence 
of this difference is quite in conformity with the accepted opinion 
that risky securities must pay a higher rate of return than others ; 
but the nature of the service for which this additional payment is 
made is less evident than at first sight it apjiears. 

It seems often to be considi red that this additional yield is a 
kind of bonus which app ars in good years as a r omp iisation for 
low dividends in the past or an anlicipat<<l decrease of yield in 
leaner years to come, that is to say, that the additional yield is 
a kind of amortization fund which just serves to cover losses in 
the past or future. This vi( w must be true in part ; for capital 
invested, for example, in shi])ping, where it is exposed to a possi¬ 
bility of loss, must yield a return which would lx; sufficient in the 
long run to make good this loss. If, however, the additional yield 
merely compensated for losses, it is evident that in ;h(Cif'',g.'jtiir'** 
the return on risky securities would be exactly the same is the 
return on those which were iierfictly safe, a view which is not 
borne out by the facts and is in conflict with accepted opinion. 

Suppose for the moment that this theory were true, and that 
the public would hold rteky stocks for the same average return as 
it could obtain upon others. Now in the case of such stocks as 
those of sound, old-established railways the •long records of the 
dividends paid- give in normal times a good experience on which 
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to base an estimate of their future behaviour. Sound Preferred 
Stocks, bearing a fixed rate of interest, may be expected to continue 
that yield during any period the investor is likely t<j take into his 
c^cul&tions. Jhe corresponding Ordinary Stocks, the yield on 
whieh fluctuates more closely with the fortunes of the railway, 
may be expected to pay the same average return as before, for there 
would seem to be no greater chance of the yield sinking to nothing 
than of its rising to double the average rate. On the present 
assumption, therefore, it would be expected that the opinion of 
the market, correltcd by its past experience of these securities, 
would set toe prfee of tlie Ordinary Stocks at a level which would 
make their averages yiild equal to the average of the fixed rates 
paid on the Preferred Stocks; that is to say, that the anticipated 
yield on £ioo invested at these prices in Preferred or Ordinary 
Stocks would be the same in amount and would differ only in the 
fact that in the case of the former the yield was comparatively 
fixed and certain and in the case of the latter the 3 deld might 
fluctuate widely about the average. 

In fact, however, this is not the case. Current prices of Ordinary 
Stocks, not only of railways but of other old-established companies, 
are set at a level which makes their current yield higher than that 
on the Preferred Stocks, It would appear, tlierefore, that a higher 
average return is expected from the Ordinary Stocks and that in 
fact capital invested in certain classes, the risky classes, of security 
is expected to obtain a permanently higher rate of return than capital 
invested in other classes of security where the return is quite 
certain, a fact which is quite unexplained by “ Risk ” in the Isense 
in which it seems frequently to be employed. 

There must therefore be present some deterrent, some dis¬ 
utility, attaching to the supply of capital in these particular classes 
of risky security, which checks the flow of capital into them and 
thereby raises their rate of return by an amount which constitutes 
the market price for bearing this disutility, i,e. this additional 
element in the supply price of capital. This deterrent to the supply 
of capital can arise only from the fact that people do in general 
dislike the uncertainty in the yield of risky investments even 
~4h«aigfe-«j)erience may show that in the long run these investments 
will yield them a return equal to that derived from other classes of 
investment. The disutility in question therefore arises from the 
presence of Uncertainty, and the service for which this additional 
return is paid is the service of bearing Uncertainty. 

The supply of capital in risky investments would appear there¬ 
fore to involve the Ix'aring of Risk, in the sense of an unrelieved 
probability of loss, and the bearing of Uncertainty, in the sense of 
irregularity of return ; the presence of the one being very gener- 
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afly taken fftr granted, the presence 6f the other being suggested, 
though hardly proved, by the foregoing discussion. Both these 
ideas nuy be run together in a conception developed by Professor 
Pigou in his Wealth and Welfare, a conception which so completely 
satisfies the mind that it requires explanation rat/ier than proof. 
The essence of the matter lies in the idea that the presence of risk * 
in any venture checks the flow of capital into that venture until 
the rate of return rises and there appear chances of exceptional 
gain which compensate for the chances of loss and the uncertainty 
of the return. ,A risky investment differs fronj a safe investmeftt 
therefore in offering not a single fixed and certain netjj turn but a 
range of prospective net returns. This must be considered more 
fully. 

Suppose a capitalist to be making his choice between invest¬ 
ment in two securities, the one practically safe, the other risky. 
Suppose him also to neglect future capital value and look only at 
future yield—this he may quite properly do, for the two are bound 
together by the rate of interest and move symmetrically. Wlien 
he contemplates the safe security and looks at its future yield he 
estimates perhaps that he is practically certain to get a net 4 per 
cent, but that there arc a few chances of his getting 3 per cent, 
and about an equal number of chances of liis getting 5 per cent. 
When, however, he regards the probable yield from the second 
and more risky security he estimates perhaps that while there 
are most chances that he wili get 5 per cent, yet there are a vary¬ 
ing number of chances of his getting anything from-5 to+ 20 
per cent. 

These two sets of conditions may be represented by curves of 
"prospective net returns.’’ These curves are drawn separately 
for the two securities. In each case the prospective rates of return 
on the sum invested arc measured along OX and the number of 
chances of each rate of return is measured along OY; thus the most 
frequent return MP is likely to occur OM times. In each case the 
" spread ’’ of the curve represents the amount of Uncertainty in each 
investment or venture for which it is drawn. The average return 
which' may be anticipated, i.e. the estimated actuarial value of 
the set of prospective returns, may be shown by drawing M'P'; 
then if we mark off the length M'P’ equal to the net rate ci intcrcdt 
(in the generally accepted meaning of the phrase) the difference 
between the two, i.e. P'—P', represents the payment for bearing 
Uncertainty. 

This conception is jomplicated by the difficulty of defining the 
degree of knowledge to be presumed in forming the estimates of 
the prospective net returns proper to any venture ; for its prospects 
will present themselves in a different form to each individual 
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investor. For present purposes it will be convenient to conceive 
the curve to be drawn in the light of the knowledge possessed by 
well-informed parties in the market. That being so, we may 
regard the actuarial value of its set of returns as a measure of its 
ttue^ social titfe to be supplied with the capital of which it is in 
need; 

When these prospective returns are very widely spread ; when, 




for instance, as in lotteries and untried gold mines there are a few 
chances of immense gains and many chances of none, it may be 
that the attractive power of the curve will J?e so great that capital 
will flow into the venture when the actuarial return M'P' is below 
the net rate of interest. In such cases there is no payment for 
bearing Uncertainty, or rather the payment is negative, for M'F 
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is less t^n M'?" , It must be admitt^, however, that in general 
people dislike uncertainty in the return on their investments, and 
accordingly that if capital is to flow into any undertaking the 
estimated actuarial value of its curve, M'P', must usually exceed 
the net rate of interest by an amount which constitutes a payn\enl 
for the Uncertainty borne. 

Normally, therefore, it is to be expected that, as the spread of 
the curve narrows, its actuarial value M'P' declines and approxi¬ 
mates more and more closely to the net rate of interest until, 
when the ventme offers regular anil eertain retinns, Uncertainty is 
eliminated and M'P' coiijciiles with the net rate a' intemj^t MP. 

It will be noticed that the idea of Risk as an unrelieved prob¬ 
ability of loss is now included as a ]i;ut of this more general con¬ 
ception, Uncertainty. The term Uncertainty is, however, both 
clumsy and unfamiliar, and it will be convenieirt to abandon its 
use in favour of the term Risk on the understairding that this term 
will in future be used here with the wider and not the. narrower 
meaning. 

Risk, viewed in this way, is a ]x rfectly gi neral conception ; 
it is associated not only with the snjrply of cajrital but with the 
supply of effort of all kinds. It is borne by the lalxiurer who 
works for a fluctuating wage, liy the retailer who carries a stock 
of merchandise and indeed by every per son whose operations require 
him to carry things of value thrmigh time and thus to ex|X)se them 
to influences which he cannot adeejnately foresee. 

As already noticed, it rmrst not be assrrnred that the bearing 
of this Risk is invariably an orreroirs servii'e which cnmrnarrds a 
price, for the evil which it contains m.ry irr rirany cases be obscured 
by natural optimism or ontwiighed by the love of excitement. 
"The overweening conceit which the greater part of men have of 
their own abilities," says Adarrr Srrrith, " is an arreient evil rem.irkcd 
by the philosophers and rrmralists of all ages. Their absurd pre¬ 
sumption in their' own good loitmie Iras been less taken notice of. 
It is however, if possible, still more uiriversal. , . . The chance of 
gain is by every man more or less over valued, and the chance of 
loss isT>y most men underverhred, arrd by scarce arry man who is in 
tolerable health and spirits, valued more than it is wortb.'"'-® Per¬ 
haps the most striking example of uniraid Risk-lrearirtg is that of 
participation in lotteries. Tire actirarial value of the chances of 
gain must always be less than the price of the ticket, but the 
possibilities of large gain affect the mind more prmrfully than the 
chances of small losses,#ttd as a consequence the resortrees, even of 
those who understand the chances, flow steadily into a venture 
which consistently pays a dividend of lesij than nothing. For 
similar reasons the amateur speculator does a great deal of Risk- 
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bearing—particularly in Connexion wth new isai&s—lor which 
there is every reason to believe he usually receives on the average 
no payment at all. 

This kini^of Risk-bearing is, however, associatecf with the world 
at,play rather than with the world at work. Under the rationalizing 
inflftence of business. Risk soon becomes recognized as an evil and 
Risk-bearing accordingly as a service which is to be undertaken 
only at a price. Both a priori considerations and the evidence 
summarized in market rates of interest go to show that in general 
Uncertainty or Risk is a deterrent to the supply of capita, and 
that the greater the amount of Risk associated with an enterprise, 
the greater must be the payment, over and above the net rate of 
interest, to attract Waiting and Working into that enterprise. 

Pure Waiting is the service of supplying capital for a net return 
which is fixed and certain. Risk-bearing is the service which is 
added when for this fixed and certain payment is substituted a set 
of prospective net returns. We may, therefore, conclude provision¬ 
ally that the supply price of capital to any enterprise consists of 
the net rate of interest plus a market price for Risk-bearing deter¬ 
mined by the kind and amount of Risk present. This additional 
payment is shown diagrammatically by the length P*—P'. 



CHAPTER XV 


THE INFLUENCE OF THE MARKET ON THE SUPPLY OF 
CAPITAL 

2. Risk arisihg from Immobility of Invested Resources 

I N discussing the iiaturr of Risk in the preceding chapter 
the point of view adopted was that of rcsourcis passing 
into a variidy of employments in each of wliich they were 
exposed to a sjx'cial set of risks ; that is to say, the Risk 
considered was that which had its source mainly in the amount of 
unforeseen change. 

The Risk arising from this source is fairly well understood and 
needs no further consideration at the moment. We may, therefore, 
assume " the amount of unforesicn changt: ” to be given and pass 
on to examine more fully the Risk arising from the second source 
which has been distinguished, i.e. the imperfect ability to readjust 
business arrangements to changing conditions. 

It has already bi'cn argued that, when a business man in the 
face of a changing environment proceeds to adjust economic 
resources to meet economic ends, the amount of Risk which he 
bears increases with every increase in the degrci' to which these 
resources are fixed and specialis'd, or more exactly, in the extent 
to which he has lost his power of rapidly readapting these invested 
resources to meet changing conditions. It may be that he recog¬ 
nizes a keen coming demand for goods which his machinery is 
not well adapted to produce, or that he experiences a sudden and 
permanent fall in the demand for his own products ; his ability 
to meet cither opportunities or emergencies is weaker the greater 
the immobility of his resources. 

As this enforced immobility of resources increases the risks which 
he bears, and as Risk-bearing is a service which must in general 
be paid for, it inevitably follows that he will not commit his capital 
to fixed forms without the prospect of proiiortionately increased 
net returns; that is to say, ceteris paribus, the rate of return on 
his capital must increase with the degree to which its employment 
requires it to be embodied in forms which are fixial and irrecoverable. 

We have now to extend this conception of immobility to include 
not only the capital which tlic business map locks up in his own 
undertaking, but also that capital which he (or any other person) 

9 > 
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renders in some measure unavailable by supplying it to other parties 
for considerable periods of time. 

In some businesses, such as that of an ironmaster, the greater 
part Cf the ii^csted capital is in the form of fixed plant; in others, 
sueh as that of the merchant or banker, the greater part may be 
invested in goods or securities ; in all cases, however, the risks of 
changing circumstances are increased with every increase in the 
immobility of these resources. If it is true that capital invested in 
jron-producing plant earns an additional return because of its 
inability to transform itself in response to changes in demand, it 
is also tritT'that'tapital invested by the merchant in goods which 
are not immediately marketable earns an additional return because 
it cannot be readily withdrawn to meet emergencies or oppor¬ 
tunities arising in connexion with other lines of goods. In a 
precisely similar way the capital lent to other persons by iron¬ 
master, merchant or banker must earn a higher rate of return in 
those investments from which it can be withdrawn only with time 
and difficulty than in those from which it can be recovered on 
demand. This additional return is a compensation which the 
investor will require for his impaired ability to meet unforeseen 
changes in his circumstances, i.e. it is the price of bearing the 
additional insecurity which has been imported into his business 
situation. We have now to inquire wlu'ther the bearing of this 
additional risk, which it is convenient for the time being to describe 
as Insecurity, is in fact a service which commands a definite price 
in the Money Market. 

Let A be a person representative of the supply side of the Money 
Market and let B be a person nqm sontative of its demand side. 
If A contracts to supply capital directly to B the terms of the 
contract will cont.ain secondary provisions, the most important of 
which are concerned with the period of the supply and conditions 
of repayment. The advantages of these provisions may be assigned 
to one party or the other. In the one extreme case where the 
period of supply depends on the will of A, these advantages 
fall wholly to him ; this happens, for example, when he lodges 
money on deposit with a bank on the understanding that he may 
withdraw it when he chooses! In the other extreme case, where the 
time of repayment rests with B, these advantages fall entirely to 
him; such a case would arise if B, as a joint-stock company, were to 
issue debentures which were repayable at his own convenience. 

In the first case A can recover his capital on demand ; it is as 
readily available as if he held it in cash ; the supply of this capital 
introduces no additional insecurity into his business position, and 
we may reasonably suppose that it is free from any other kind of 
risk. The rate paid under this type of contract will, therefore, 
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be the price if pure Waiting, the net fate of interest. We may, 
therefore, take this type of contract as a basis and measure from 
it the price of^bearing the insecurity which falls upon A with any 
variation in its terms. This is most conveniently ejpressed'by a 
figure. . 

Let A's total supply of capital ON be represented by a 4 ur\j? 
showing the various maximum lengths of time at which for a pvta 
rate of interest he will be willing to offer the different parts of his 
available resources, and let B’s curve b<' a similar analysis of hi^ 
total demand f(*r ON capital, showing the minimum periods for 
which he demands the \^irious ciuantities at thaf rate'.«f interest. 


Y 



DEMANoeo ron bach pbhioo 

Finally, let it be supi>osed that theic are no other elements in the 
supply price of capital i xci jit the m t rate of interest and the 
price which compensates for the iniix rfect availability of capital 
supplied. 

It seems evident that A will bo unwilling to supply more titan 
a small proportion of his available lesourcr^ for any considerable 
length of time, for otherwise he will greatly weaken his power to 
meet his business emergencies. It seems evident too that the 
greater part of B’s demand will be for the use of capital for long 
periods ; for he will require it mainly lor the durable apparatus 
of production, railways, buildings, machinery, pnd so on. Further, 
A’s curve of supply is not likely to show much elasticity, that is. 
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much change of form in response to variations in the rate of interest 
offered ; for his insecurity will increase fast as the period of supply 
lengthens, and this will prevent him from lending more than a 
small part ofthis free resources for any considerable period of time. 
If •the rate of interest is now allowed to vary with the period of 
supply, A’s curve may assume the second position, showing that, 
even for higher rates, he will lend only a part of his .capital for 
only moderately increased periods of time. This interest will be 
^limply a payment for the additional Insecurity falling on him. 

It appears, th<*n, that in the direct supply of capital from A to 
B there Would 6e a series of bargains, l.e. of equilibria between 
demand and supply, corresixmding to the different periods of 
supply ; only a comparatively small amount would be marketed 
at rates of interest which would rise sharply as the period 
lengthened; the burden of Insecurity would cause the greater part 
of loanable capital to be supplied only for short periods, and the 
extensive use of capital in durable production processes would be 
impossible. 

In fact, however, the greater part of capital is supplied, not 
directly, but through the intermediate organizations of the Money 
Market, whose opc'rations effect a very great reduction in the 
Insecurity associated with the supply of ea[)ital for long periods. 
The method by which these organizations reduce this Insecurity 
lies in the adoption of the principle which underlies insurance. In 
the typical case. Insecurity springs from some ti'mporary emergency 
for which immediately available resources are required ; it arises 
in a large measure not from gent ral causes but from the particular 
business circumstance of the individual capitalist. If therefore 
the effects of these independent events can be pooled, the temporary 
shortage of one capitalist can be set off by the temporary plenty 
of another, the one cancelling the other. In practice the method 
adopted consists in the provision of a market by which a large 
number of the parties supplying capital arc brought into touch 
with one another. By this means any capitalist who wishes to 
recover invested resources is enabled to do so, not by withdrawing 
it from the party who is applying it to its productive uses, but by 
shifting thb work of supply on to some other capitalist willing to 
invest. 

The banks, in effect, make such a market for their depositors 
by pooling a large number of individual accounts, an arrangement 
which enables any depositor to lodge or withdraw resources in 
accordance with his particular circumstances without imposing 
on the bank the necessity of recalling these resources from the 
parties to whom it has lent them. In this way the banks eliminate 
practically the whole of the Insecurity, which, in' cohditions of 
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direct supply, ^uld arise from loans yielding a rate of interest such 
as they pay to those who deposit with them capital repayable on 
demand. « 

The economy effected by the Stock Exchange deptnds on'ptCf 
cisely the same principle. In most cases the securities dealt with 
on this market are representative of capital supplied for very long, 
even indefinite, periods. Probably only a small fraction of that 
capital would have been forthcoming were it not that the element 
of Insecurity in the costs of supply has been reduced by the ease* 
with which the cajntal may be recoveii-d, not indefd from the party 
to whom it w.as originaify supplied, but from sSme olfler party 
desirous of investment. 

Again, in England, Ihrmany and France the rate at which 
sound bills are discounted is regularly lower by | to i prir cent 
than the rate at which loans are made for similar periods against 
equally good seemily. This difference is i vidently due to the 
marketability of bills ; that is, to the go'atc r availability of resources 
invested in them ; it gives a |)recise measuie of the difference in 
Insecurity. 

These facilities for the recovery of resources iipply to so large a 
part of the total supply (jf capital that in the gajrs where no organiza¬ 
tion exists for the purpose—such as solicitors’ mortgages—dong 
loans can be made with that capital which jx-ople prefer to supply 
for considerable periods of lime, so that over the whole range of 
periods only comparatively small differences of rate accompany 
the different degrees in which invested resources are available. 

These differences of rate, although gnsitly reduced by the market, 
are still quite appreciable. When capit.al is supplied for an indefinite 
period to a joint-stock comp,my whose shan s have only a narrow 
market, the price of these sliares will be depressr:d, that is to say, 
their return at current jirices will be high, in order to yield a pay¬ 
ment which compensates shai< holders for their imfx-rfect ability 
to recover their resources. When capit.al is invested in Consols 
which normally have a large and active market this payment is 
less, but it must still be sutlident to compensate the stock-holder 
for the charges of jobber and broker which must be incurred if he 
wishes to recover his capital. When capital is lent on'vlepcsit to 
a bank, this payment falls almost to zero, for the loans can be 
recovered without cost practically on demand, and the return is 
substantially equal to the net rate of interest. If, finally, the 
capital is transferred from deposit to current account, the income 
of net interest is exchaiged for a positive return of convenience 
and security derived from the services of money, its marginal yield 
being equal to the interest foregone. 

The same considerations which affect the individual capitalist 
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affect also the intermediary dealers in capital. The’ banks supply 
the capital at their disposal in a series of loans and investments 
ranging from those outstanding for several years to those recover¬ 
able'on demand. The net rate which they charge tends to the 
satoe level throughout, but the gross rate varies, among other 
things, with the period of supply. Given that the security is 
equally good throughout, the highest rates arc obtained on their 
long loans ; lower rates, as we have already seen, are charged on 
4)ills ; lower rates still on capital supplied " at call ” ; finally their 
lodgments with the Bank of England yield 1110.11 an equivalent 
of the neffrato in convenience and security. 

Bankers'loans “at call” involve practically no risk of default 
on the part of the borrower and none of that special kind of risk 
which we arc for the moment describing as Insecurity, The average 
return on these loans should then be equal to the net rate of interest, 
that is to say, to the average rate paid to the public for their de¬ 
posits, except for a small payment which compensates them for 
work done in marketing the capital. This point may be examined 
statistically. The average “ call ” and " deposit ” rates for a large 
group of London banks during the period 1900-6 were 2 6 per 
cent and 2 0 per cent respectively, showing a difference of '6 per 
cent going to the banks as a payment for the work described. 
During the same period the average deposit rate of the London 
Discount houses was 2 4 jx-r cent and their average discount rate 
for 60-day bills was 3 02, showing a difference of 6 per cent for 
work similar to that done by the banks. So close an agreement 
between these figures is no doubt largely accidental, for there are 
several minor considerations of which no account has been taken. 
But the result of the comparison is harmonious with the view that 
there is a market price for eacli of the services involved in the 
supply of capital; it therefore supports the argument that Insecurity 
is a cost susceptible of a money measure and that its price may be 
deducted from actual rate's of interest to leave a net rate of interest 
in the sense defined. 

The conclusion of the present chapter is, then, that the invest¬ 
ment ol rrsources in forms from which they cannot readily be with¬ 
drawn, whether the forms are those of fixed plant or of claims 
against other persons, weakens the ability of the party supplying 
those resources to deal with the opportunities and emergencies 
arising from unforeseen changes in his circumstances. It gives 
rise, therefore, to that particular kind of risk which we have dis¬ 
tinguished as Insecurity. As an element in the costs of production 
of capital Insecurity is of great importance and would be a strong 
deterrent to the supply of capital for long periods were it not for 
the effective work, done by the market in reducing its amount. 
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But, aJthoU^^his cost is greatly redu^, the price corresponding 
to the residuum still forms an important element in the supi^y 
price of capiti^j— a price which varies with the difficulty of recover¬ 
ing the capital supplied, and amounts even in the case of fairly 
short loans (as compared with bills) to as much as ) to i per cent per 
annum. So far, then, we have the supply price of capital as com¬ 
posed of two elements—the market rates for Waiting and for bearing 
Risk. The price of pure Waiting, i.e. the net rate of interest, is 
the price paid for the service of supplying capital for a period^ 
terminable at wiy in exchange lor a ftxid and entain return. It 
corresponds very nearly with tlie average rate prfid by ic bank of 
liigh reputation in exeliango for lodgmints on de|wsit account 
repayable on demand or short notice, and would be practically 
identical with the yield on gilta-dged stocks if there were no charges 
to be paid to broker and jobber on tin- pnrchasi' and sale of the 
securities. The price of Risk-br-aiiug consists of two elements : 
first, the additional rate which must generally be paid when for 
;his fixed and certain return is substituted a set of prospective 
let returns ; second, the further .additional rate which must be 
said when the par ty supplying the capital cannot recover it at wil 1 
o meet the emergencies and opportunities arising from his particular 
)usincss circumstances. 






CHAPTER XVI 


THE INFLUENCE OF THE MARKET ON THE SUPPLY OF 
CAPITAL 

Marketing ■■ 

^ ' '^HERE is in tlio supply price of capital a third element 

in addition to those which have already been considered. 
Just as the supply price of coal contains, over and above 
the price of getting it out of the ground, a payment for 
conveying it into the hands of the consumer, so the supply price 
of capital must include a payment over and above the price of 
Waiting and Risk-bearing for work done, either by the capitalist 
himself or by the market on his behalf, in placing that capital at 
the disposal of those who employ it in its business uses. 

It is not very easy to say just what work should be included in 
the definition of this residual service; as a first approximation 
the work may be defined as that done in finding the party to whom 
the capital is to be supplied, carrying that capital to him and 
recovering it from him at the end of the period of supply. 

It would not be worth while discussing the accuracy of this 
definition were it not that under cover of this discussion we may 
conveniently deal with one or two minor points which might, if 
unexplained, give rise to ambiguity. In the fust place, we may 
attempt to justify the definition. 

When a quantity of coal has once been supplied to the consumer 
the costs of the operation are complete and the transaction is closed. 
When, however, capital is supplied, the costs of Waiting and Risk¬ 
bearing run on continuously throughout the period of supply, and 
this period is bounded at each end by a marketing operation in¬ 
volving work which, it would seem, must necessarily be included 
as a part of the total costs of supply. It would then be in accord¬ 
ance with common sense to regard the transaction as completed 
only when the capital is back again in the hands of the capitalist. 

But a difficulty in this view arises from the fact that capital 
may be sufiphed in two ways. It may be supplied by way of loan, 
as when a banker lends to his customer or. when the public subscribe 
to an issue of debentures ; or it may be supplied by way of purchase, 
as when the public finances a new company by buying its ordinary 
or preference shares. The legal distinction between these two cases 
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is an important one. In the former, the capitalist becomes a creditor 
entitled to recover from his debtor a fixed sum of money. In the 
latter, he becoyies a part proprietor with no power to recover his 
capital from the company to whom he has supplied it; frbm » 
legal point of view the transaction is complete when the shiiit’s 
have been bought, and no further marketing work remains to be 
done. The former case raises no difficulty. The marketing work 
done by the banker is completed only when In- has got back into 
Iris own hands the capital which he has lent. The latter case, 
raises the difficulty that the mark< ting work is a]>pareutly complete 
when the capitalist has'made over his capital'to the>.'ompany 
whose shares he has bought. 

A capitalist who has bought the shares of a comjiany is certainly 
a part proprietor of the business, and as such incurs certain rights 
and resjxmsibilities; but, in fact, he has usually little more power 
than a debenture holder in C(jnlrolling the manner in which tlu! 
Directors employ the capital which he has supidied to them. More¬ 
over, although he will have been aware when he bought his shares 
that he could not recover his capital from the company, he would 
not usually have supirlied that caihtal unless he knew also that, 
if he wished to do so, he couKI recover the v.due of his shares from 
some other capitalist by selling them on the market. As there¬ 
fore he has practically no control over the cajrital he has supplied 
and can usually recover the value of his shares at will, Ik' is in 
effect lending his capital to the Board of Directors ; and we may 
reasonably regard his capital as having been supplied, like that of 
the banker, by way of loan. That being so, the work done by the 
Stock Exchange in enablijig him to sell his shares at will may be 
regarded as that work of maiketing which w.is missing in his case— 
the work of getting back into his own hands the amount of capital 
which he has supjrlii'd, increased or diminished by the si>ecial risks 
to which it has tx;en exposed. 

From the economic, tliou(;h not from the legal, point of view, 
therefore, the arrangement apinars to be quite symmetrical. The 
supply of capital, whetlu r by way of loan or by way of purchase, 
involves' marketing work which may be defined as that of finding 
the party to whom the capital is to be supplied, carrying the capittil 
to him and recovering it from him at the end of the fieriod of supply. 
And this definition appears to be an accurate statement of the 
remaining service which, with Waiting and Risk-bearing, constitutes 
the total cost of supplying capital. 

Nevertheless this defiaition is not in harmony with the preceding 
analysis of the costs of supply; it overlaps the definition of risk- 
beating. Any complete account of the risks beyne by the capitalist 
in supplying capital must include that six cial kind of risk which 
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arises when he invests his'capital in employments cfrom which it 
cannot readily be withdrawn, or supplies it to other parties on 
terms which do not permit him to recover it at in order to 
peet any unforeseen change in his business circumstances. But 
when this risk-bearing is reckoned as a part of the costs of supply 
it becomes necessary to reckon as a reduction of risk-bearing the 
work done by various parts of the market organization, in particular 
by the Stock Exchange, in enabling him to recover at will the 
capital he has supplied. This same work, however, has been included 
in the definition ef marketing as the work of recovering the capital 
from the party to whom it has been supplied. The effect of this 
work in reducing the costs of supply has, therefore, been counted 
twice : once as a reduction of risk-bearing, and a second time as 
a reduction of the costs of marketing. 

The difficulty then is to decide under which head this par¬ 
ticular work is to be assigned. Ought we to class under Risk- 
bearing or under Marketing the work done by the various parts of 
the market organization in assisting the capitalist to recover his 
capital at will ? The answer seems to be that in neither case can 
a completely satisfactory analysis be obtained ; but that for con¬ 
venience of exposition the work should be assigned at one time to 
the one heading and at another time to the other. In the general 
anal3fsis of the costs of supply which occupies most of the earlier 
part of this book, this work is dealt with under Risk-bearing in order 
to bring out the full effects of the work done by the market in 
reducing this clement of cost. In the latter part of the book, 
however, where we are concerned with the method of operation 
of the individual Agencies forming the market, this same work is 
dealt with as a constructive marketing economy wliich consists in 
adding together short lengths of capital, thereby converting " short ” 
into " long ” capital and lowering the supply price of capital 
available for long periods of time. As the main consideration 
is that of determining the influence of the market in reducing the 
costs of supply the question whether any particular part of its 
operations should be reckoned as reducing the costs of Risk¬ 
bearing or of Marketing is comparatively unimportant, though 
it is as well to be aware of the method of accountancy actually 
adopted. 

This difficulty of definition is of little theoretical, and no practical, 
importance. Its statement serves, however, to bring out the fact 
that these two services. Risk-bearing and Marketing, are insepar¬ 
able even in theory and inextricably bVended in practice. For 
example, when a banker is selecting the party to whom he shall 
lend—^when he is marketing his capital—he i? at the same time, 
and by the same effort, selecting the party to whomdie can lend 
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safely, that is to say, he is reducing his risks; and no form of words 
can separate the one from the other. 

In these ciicumstances it is useless to attempt any separate 
examination of the practical operations involved i» marketing. 
The only plan is to deal with the two kinds of work together uijcfer 
the general head of " work of management,” exanuning the 
economies efiected in its cost by the expert organizations of the 
market, and trusting that the discussion will throw up to the 
surface the distinctive characteristics of marketing work proper., 
A later chapter,'-therefore, contains a general review of the work 
done by the various Agencies forming the market, designed to 
show the characteristic economy effected by each type; of 
organization. 

Meanwhile we may define the supply price of capital as com¬ 
posed of three elements. The first is the net rate of interest, the 
price of pure Waiting, the rate paid for capital recoveralile at will 
supplied in exchange for a fixed and certain return ; this rate is 
practically equivalent to the average yield obtained from invest¬ 
ment at current prices in first-class securities with a large and active 
market. The second is the price of Kisk-lx-aring, the additional 
rate obtained when (a) tor tliis fixed and certain return is sub¬ 
stituted a set of prosjx’ctive returns and (6) the capital is not re¬ 
coverable at will; this rate may be partially isolated by comparing 
the average yield of securities which differ in the range of their 
prospective returns or in the facility with which they may be sold. 
The third element is the price of those residual services involved in 
carrying capital between the two parties concenied, which are not 
included under a preceding head. 



CHAPTER XVn 


THE INFLUENCE OF THE MARKET ON THE DEMAND 
FOR CAPITAL 

T he social importance of the work done by the market 
cannot be measured simply by its effects in facilitating 
the supply of capital in rcsixmse to the actual demand ; it 
must be measured by its effects in facilitating the supply 
of capital in response to th(' true social need. The organization 
of the market oixuates partly on the siile of supply, partly on the 
side of demand ; and its work must Ix' taken to include both that 
of reducing the costs at which capital is supplied and also that of 
formulating the social need into an effective market demand. We 
need thendore to take account of the economi(;s effected by the 
market on the sidi^ of Demand, and may fxgin by giving some 
dearer definition of the nature of what has been described as " the 
true social need.” 

Any full consideration of the true social demand for new capital, 
i.c. the demand arising not from the wants of individuals but from 
the true needs of society, would recpiire a discussion of the nature 
of social welfare and the manner in wliich this is affected by the 
distribution of capital among its various uses. It would be 
necessary to examine the total social effects of the employment of 
capital in each direefion ; to consider, for example, how much 
must be add<;d to the nominal ri'tnru on capital employed in the 
construction of new tramways on account of the contribution 
to the health of tlie population which would result from their 
greater ability to live at a distance from industrial centres; and how 
much must Ire subtracted from the nominal return on capital 
devoted to building more breweries, to allow for the additional 
cost of police and the injury to the morale of a part of the consumers 
of the additional supplies of alcohol. An attempt of this kind to 
find the net social contribution of capital in each of its various 
uses and the distribution of the annual supply which would maxi¬ 
mize tliis contnbution would be far beyond the scope of this chapter. 
For the purpose of the present argumenf wc may disregard the 
indirect social effects resulting from the employment of capital 
and consider the social interest as satisfied by the supply of capital 
to those uses in wlfich its yield of net interest is l ighest.' 

xot * 
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That beinjso, the sources of the tttie social demand for capital 
will lie in the opportunities and emergencies arising from time to 
time, and invQ)ving, it may be, the foundation of a^ew enterprise, 
the extension of an old one, a merchanting operation, or the require¬ 
ments of the State for carrying on war; and this dAiand will bt 
expressed in each case simply by the set of prospective net returns 
which it offers to the capitalist. As the argument is concerned 
primarily with the supply of capital to business uses, the matter 
may be put more explicitly. Every business opportunity or 
venture has a social title to capital which is based on its prospective' 
earning power, and should be supplied with cap'tal in accordance 
with its prospective yield ; accordingly the main quesfion to be 
considered is that of the work done by the market in converting 
this social title into an effective demand. 

The fundamental difficulty in this conversion arises from the 
extreme complexity of the circumstances which determine the 
earning power of any venture. In the social interest, capital 
should be supplied to industrial ventures in accordance with their 
prospective earning power, but this will occur only if the proper 
risks of these ventures, i.c. the risks as estimated by well-informed 
opinion (cf. p. 8iS), correspond to the estimate of those risks 
wliich is formed in the mind of the capitalist. In consequence, 
however, of the complexity of the conditions determining the 
proper risks of any venture, the cajritalist will usually be quite 
unable to form any accurate estimate of their importance ; accord¬ 
ingly, when supplying capital in response to a demand of this kind, 
he will do so not in accordance with the jiroix-r risks of the venture, 
but in accordance with the estimate of those risks which he forms 
in the light of his im]x rfect knowledge. Let us put the matter a 
little more fully. Ihe social demand for capital arising from any 
venture depends iqxjn its prosixictive earning jiowcr, but the 
effective demand arising from that venture depinds upon the 
distorted image of that earning [xjwer which is thrown on the mind 
of the capitalist. The imp rfei t knowledge of the capitalist acts 
as a kind of refracting rnedinrn which may magnify risks so greatly 
that [to supply is forthcoming, or may contract them so that 
capital is supplied to ventures with no social title to it : in cither 
case it prevents the flow of capital into industrial undertakings 
simply in accordance with the social interest, that is to say, in 
accordance with the set of prosp«,ctive net returns which they 
offer. 

There is then tjjis gap Ijetween the sources of demand 
and supply; it is due simply to imperfect knowledge and con¬ 
stitutes a kind of " economic distance " which it is the function 
of the market tq bridge. Where capital afid business power are 



104 THE ENGLISH CAPITAL MAfifeP 

in the same hands the gap does not exist; where tljey are closely 
allied by business or personal connexions it may be small and 
capital will flow readily aaoss it, as when a merchant grants trade 
credit to a retailer or when a business man borrows from bis friends ; 
but where a new undertaking comes into the market to obtain 
* capital from the public, the gap is very wide and capital can be 
forced across it, as an electric current is made to pass a gap between 
its terminals, only with great noise and waste. 

In formulating the social title of business opportunities into an 
effective demand for capital two devices are important; the first 
consists in the offer of security, the second in the establishment 
of some intermediate organization which investigates the claim 
of the venture and, in effect, presents that claim to the public 
supported by its own guarantee. We may consider these two 
devices in order. 

The demand for capital presented by any business man in¬ 
cludes two kinds of risk, the industrial risks arising from the un¬ 
certain efficiency of his undertaking, i.e. its ability to supply a 
product of greater market value than the sum of its expenses, 
and the personal risks arising from the possibility of some defect 
in his own business integrity. The distinction is an important one, 
for it brings out the function of the security in converting pro¬ 
spective earning power into a market demand. 

Let us take first the case of a business man who offers as 
security for a loan only the prospective earning power of his under¬ 
taking. The capitalist who meets this demand must expose his 
capital to both personal and industrial risks, and the price at which 
he will supply that capital will depend on his necessarily vague 
estimate of the amount of that twofold risk. A demand of this 
kind may then be entirely ineffective ; in any case it is likely to 
call forth a supply of capital only at a price which is much higher 
than that appropriate to the proper risks of the undertaking. One 
practical consequence of this is that such a business is handicapped 
in its competition with those which own their own capital. 

Let us now contrast this with a similar case in which the busi¬ 
ness man is able to support his demand with the offer of adequate 
security. The terms of the loan contract may vary widely, but we 
may take a typical case to be that of a well-secured advance ob¬ 
tained on mortgage. In these circumstances both personal and 
industrial risks are automatically shifted from the party supply¬ 
ing the capital to the party employing it. Accordingly the per¬ 
sonal risks cease to exist, for the business rnan cannot profitably 
defraud himself; and the deterrent effect of the industrial risks 
is greatly reduced, for they are borne by the pa^ty who can most 
accurately estimate thar importance and devise ineaiSures to meet 
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them. A demand of this kind, then, is likely to call forth a sapj^y 
of capital at a price which conforms closely to the industrial risks 
jMoper to the 'tindertaking ; and an enterprise obtaining its capital 
in this way is handicapped in its competition with Mher under¬ 
takings employing their own capital by little more than the legal 
charges involved in the preparation of the security against wliich 
the capital is supplied. We may conclude then that the security, 
by eliminating personal risks and most of those due to imperfect 
knowledge on the part of the capitalist, plays an important par^, 
in enabling the, social demand for business capital to become 
effective in the market. ’ 

If the security is important in the formulation of the demand 
for capital, it follows that the movement of capital into its most 
productive uses depends to a considerable extent on the forms 
in which the property of a country is held, its distribution among 
the population and the law determining the manner in which 
it may be charged as security. That part of property which is 
most influential in this way is probably the wealth invested in the 
negotiable securitii^s dealt in on the Stock Exchanges. It is 
estimated that in Germany in 1907 one-third of the total wealth 
was invested in this way ; in France the proportion is rather 
larger ; in England it may well be larger still. These securities are 
very widely distributed and readily pledged ; their influence on 
the mobility of capital must be of the first importance. 

Immobilia such as land and buildings are extensively used in 
support of demands for capital in France; for example, they are 
employed as security for loans amounting to £560 m. But the 
internal demands arising in this way in England arc not in general 
formulated by any special market organization as is the case on 
the Grntinent. Such banks as the Credit Foncicr,*? for example, 
obtain capital by the issue of their own bonds and lend it against 
mortgages and similar securities ; in other words, they collect 
that part of the public demand which is backed by a miscellaneous 
and unmarketable aggregate of charges and convert it into an 
effective demand in tlu' public market expressed in terms of a 
homogeneous issue of marketable bonds. The operations of such 
a bank may evidently introduce an important cconci / ; for the 
work done by hundreds of solicitors is unified in a single institution ; 
and the capitalist, inasmuch as he holds a marketable bond, can 
recover the value of his investment at will without disturbing the 
party to whom his capital has been supplied. 

In addition to sucli*material forms is the security afforded by 
the business reputation and wealth which constitute the eredtl of 
the borrower. Bi.t the trustwortluness of Jousincss men is in¬ 
effective a» a pow^r to borrow until it is recognized by those ^^ntb 
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capital to lend. The banks hre in intimate contact with practically 
every business man in the country; and the information which 
they acquire, supplemented by the work of inquiry fegents such as 
Perry’s or S(»ibbs’ and by the personal contact of business men in 
. the great financial centres, is diffused throughout the entire business 
community. Perhaps the most important part of the work done 
by the Money Market in promoting the mobility of capital lies in 
this diffusion of information by which business reputation is made 
effective as a power to borrow. The support of brokers, financiers 
and underwriters to the flotation of a new issue,is generally de¬ 
pendent ^less on ^he actual prospects of the undertaking, as to 
which they can know little, than on the reputation of its sponsors.** 
Bankers are greatly influenced, even when making well-secured 
loans, by their opinion of the borrower, for they are naturally 
reluctant to recover an advance by realizing the collateral de¬ 
posited by their customer; some German bankers even maintain 
that the unsecured is safer than the secured loan. The bill of 
e.xchange, one of the most powerful instruments for promoting 
the mobility of capital, deirtmds for its successful opc’ration upon 
the diffusion of information tlirough banks and inquiry agents of 
the solvency of the parties wlio have put their names on it. 

As is well known, tlie use of the personal guarantee in the Scotch 
" cash credit ” system converts the potential demand of capable 
business men into an effective means of obtaining capital from the 
banks.*® In England, too, this method is e.xtensively used; the 
directors of a joint-stock company, for instance, may give their 
guarantee in support of a loan from the company’s bankers, thereby 
avoiding the issue of debenlines and tlie consequent publication 
of the fact that the company is borrowing. The collective personal 
guarantee, organized by s|X;cial banks, is the means by which many 
hundreds of thousands of peasants and small producers on the 
Continent obtain from tin; public the capital they require to carry 
out their agricultural and industrial operations. Business reputa¬ 
tion is sometimes the sole means by which the small retailer obtains 
so much as one half of his capital from a wholesale dealer; and it is 
the principed means by which the English banks boiTow some ;f840 m. 
from the public. 

There is no need to enter into a lengthy examination of the 
various forms of material and immaterial wealth which business 
men may use in sup]xirt of their demands for capital. This brief 
discussion of' tl.e three principal forms is sufficient to show their 
great importance in reducing “ economic distance ” and fadlitating 
the movement of capital into its various uses. It shows too—what 
is indeed obvious enough—that the mobility, ^d, therefore, the 
productivity, of the capital of a country depend ^rgcly qn the wide 
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distribution of forms of material wealth and on the reputation of 
its business men. Our vast war loans, by reason of their wide dis¬ 
tribution amotig the population in the form of readily pledged 
securities, are likely at least to make some contribution to thi$ en4. 

The influence of the law in creating and perfecting the varitfus 
forms of security is far too large a subject to be discussed here in any 
detail; it must suffice to give one or two instances which illustrate 
its effects. Perhaps the most striking example of the effects of 
legal enactment in promoting the mobility of capital follows fronj 
the provisions ef the long scries of 0 )nipanies Acts which have 
gradually dewlopcd the present very convenient procedug' for the 
formation of the public Joint-Stock Company. The legal procedure 
laid down in these Acts enables, inter alia, a business op|X)rtunity 
—a merely iK)tential source of earnings -to be enilxxlied in the form 
of negotiable titlis to prop'rty and presented on the market as an 
effective demand for capital. The essential parts of the oiXTation 
by which this jMrtential demand is formulated are these. In the 
first place, some sourci' of earning power, which may b(’ an invention, 
a concession or other ventun', is investigated by a promoting 
group who capitalizi' it at their discretion and si ll it to a company 
formed to acquire and develop it. The capital of the company so 
determined is then emtodied in the form of shares, each one of 
which entitles the holder to a defined |K)rtion of the property 
and earnings of the company, while involving him in no liability 
beyond its face value firr any liabilities which the company may 
incur. Finally, these shares are sold to the ])ublic by means of the 
machinery of the market. I his very convenient procedure enabling 
a public company to obtain the capital it needs is sui)plemented 
by another provision which gives it a further advantage over the 
private business man ; for while m general a large part of the property 
of the private trader cannot be charged in any satisfactory way as 
security for a loan, the law' enables the joint-stock company to 
employ the whole of its assi ts, even its book debts, as a basis of 
borrowing power, charging them by means of delxntures, which may 
be deposited with a bank as security for an advance or sold to the 
public in the oix-n market. It is evident, therefore, that the legal 
machinery created by the G)mpanies Acts is a very p'- rful means 
by which any latent source of earning power may attns.ct to itself 
the capital requisite for its development ; practical evidence is 
given by the fact that each year several hundreds of new public 
companies arc formed to acquire existing undertakings or develop 
new business opportunities at home or abroad. 

The Acts relating to Companies show the power of the law to 
create a security .-j those regulating the Credit Foncier and many 
other mostgage blinks give an instance of the manner in which the 
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law may perfect a security add so make it more efiectifre as a meaus 
of attracting capital. The work of the Crddit Fonder, for example, 
in supplying capital to landowners against mortgag# of their pro- 
pf rty'is gready facilitated by an important legal privilege known as 
,th» " purge."®’ The bank, having assured itself that there are no 
regis?ered claims on the property against which it proposes to lend, 
issues a brief official notice calling on third parties to make known 
any rights which they may possess in respect of the property in 
question. If no hidden claims are disclosed within a period of about 
three weeks, the bank may safely proceed to lend against a mortgage 
of the property, fdr its spc'cial legal privilege makes its title to the 
property incontestable by any claims which may subsequently be 
brought forward. A legal provision of this kind evidently reduces 
in a marked degree the labour and risks of the bank’s work and so 
lowers the supply price at which capital may be provided against 
this form of security. Some measure of the economy is given by 
the heavy legal charges which must be incurred in England in 
investigating the title of the projrerty to be; charged with a mortgage 
as security for a loan, 'Ihe great practical import.ance of State 
action in creating and ix rfecting forms of security is very evident 
at the end of 1920, wlien the League of Nations is advocating the 
adoption of two plans of this kind, each designed to promote the 
flow of capital into countiics whose demand for it is urgent but 
largely ineffective. 

The first important method by which the social title to capital 
is formulated lies then in the device of the security. The employ¬ 
ment of a security in support of a demand for a loan destro)rs the 
personal risks and shifts tlie business risks, in part at least, on to the 
borrower, whose interest it then liecomes to reduce them to a 
minimum. It bridges the economic distance separating borrower 
and lender, for it partly destroys the effects of ignorance on the part 
of the lender in distorting his estimate of the risks of the loan, and 
so enables capital to flow more readily to the points of lughest yield. 
The mobility of capital in any country largely depends, therefore, 
on the forms in which property is held, especially on the holding 
of Stock Exchange securities and, if we choose to reckon this as a 
kind of security, on the reputation of its business men; it depends 
also on the wide distribution of these forms of property among 
the people. The various forms of security may be developed by 
the market, in particular by such organizations as land mortgage 
institutions and the multitude of people’s banks formed on the 
Continent. Their efficiency in supporting a* demand for capital is 
naturally affected by the whole body of property law; and 
they may be created and perfected by such., special legal 
enactments as the Acts relating to the formatffin of ^impanies 
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and the na^^ion and rights of reODorse in respect of bills of 
exchange. 

We turn nuw to the second method by which the demand for 
capital is formulated. 0 • 

That part of the demand for capital which arises from the naei 
to float new undertakings by means of capital obtained from" the 
public market cannot usually be supported by the offer of security. 
Such a demand must rest almost entirely on prospective earning 
power, and can be effective only in so far as it can convince the public 
of the worth of. these prospects. It is evident, however, that the 
difficulty of making out a good case is very great’' for an estimate of 
the earning power of a new venture and the integrity of its manage¬ 
ment is a matter which requires intimate and expt-rt knowledge; 
and as the public can have little or no independent information on 
either point, supply will lx; regulated not by the proix;r risks of the 
venture but by the distorted image of those risks resulting from the 
imperfect knowledge of the capitalist. This imperfect knowledge 
will in some cases magnify risks and cause capital to be withlield 
from useful enterprises, and in other cases diminish the estimation 
of risk and so cause capital to flow into the hands of fraudulent 
company promoters and into ventures with no reasonable prospect 
of success. Accordingly in the flotation of new enterprises on the 
market, and even in the conversion or expansion of existing under¬ 
takings, there is a good frima facie case for the interposition of 
some expert, responsible body which could examine impartially the 
prospects of the venture and, if suitable, present it to the public 
with the implicit guarantee that the enterprise was one with a 
reasonable claim to the capital for which it asked. Such a 
body, lending its reputation in supjxjrt of a demand for capital, 
would perform a social function similar to that of an Accepting 
House. 

In Germany, as is well known, this function is performed to 
a considerable extent by the great credit banks. For example, 
groups of these banks stand Ix liind the mining and electric industries; 
they have an intimate knowledge of the earning power of the 
undertakings in which they arc interested, and they sell the shares 
and bonds of these undertakings to thd public with th'iir assurance 
that the securities carry with them a reasonable prospect of dividends. 
In France, too, industrial securities are marketed largely by bankers 
who, in effect, pledge their reputation on the soundness of the 
securities which they offer to their customers. Such operations 
can be effectively carried out only with very special knowledge 
and experience and, even then, they may react unfavourably on 
the other branches of the banks’ work, Bqf the results achieved 
seem to s^w that such organizations can do very valuable work 
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in bridging the gap between capital and the oppor^ities for its 
profitable employment. 

In England the position is very difierent. An iifdustrial enter¬ 
prise* which ^requires to obtain its capital from the public must 
usually present its case without the aid of any well-known inter¬ 
mediary. This may be fairly satisfactory when the public have 
some means of estimating the genuineness of its demands; for 
example, a textile factory of good reputation may easily obtain 
increased supplies of capital locally by the issue of debentures, and a 
well-known undertaking whose earning power is pi^ived may come 
to the I^ndon market and without much difficulty sell itself to 
the public as a joint-stock company ; but it is quite another matter 
when an industrial venture of which the public know little or nothing 
comes to the London market for the supply of capital it needs in 
order to start business. 

The demand of such a venture is probably formulated by a 
little ad hoc promoting group who state their case in the form of 
a prospectus with all the ingenuity and optimism which the law 
aUows, distribute these prospectuses far and wide and generally 
insure their prospects of obtaining a minimum supply of capital 
by underwriting their issues at a heavy cost. This demand is based 
on a set of industrial circumstances so complex that without expert 
investigation any opinion is wortlilcss; and it is put forward by 
interested parties practically unsupported by any independent 
recommendation. Whether or no the venture has any social title 
to be supplied with capital, it seems clear that a demand so formu¬ 
lated could not carry conviction of this title to any reasonable 
person. With such market machinery, therefore, the prospective 
earning power of any venture is only very imperfectly converted 
into an effective demand. Good and bad ventures are almost 
indistinguishable and capital is supplied to both wastcfully and at 
haphazard. 

We have, then, the following conclusions with regard to the 
demand for new business capital. In the social interest capital 
should flow into business ventures in accordance with their pro¬ 
spective earning power; accordingly, the social demand for capital 
is expressed, simply by the prospective earning power of industrial 
ventures of all kinds. In tliis simple form it must be in a great 
measure ineffective; for the proper risks of the venture are 
increased in the view of the capitalist by his imperfect knowledge 
of the economic efficiency of the venture and by the possibility of 
fraud on the part of the borrower. Theeconomic distance ” 
caused by these additional risks is small when lender and borrower 
are in close touch, but,widens as the two parties have less knowledge 
of one another and is at its maximum when a hew undertaking is 
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endeavouring to obtain its capital in the public market. On the 
ride of demanq the gap is bridged to a very great extent by security 
and business reputation; but this device cannot usually be employed 
in the flotation of undertakings on the public market*; hence the 
case for some intermediate marketing organization* which would 
be responsible for these issues. In other countries the work done 
by the market in formulating demand is in many respects more 
complete than in England. But no very definite conclusions can 
be (i'awn from tliis fact, as the organiz.atinn of the money market 
appropriate to ,pny country necessarily depends on its generaf 
social conditions. It seems probable that in Hngland the most 
important consideration affecting the form of this part of the 
market organiz.ation has been the wealth of its popnl.ation, which 
has enabled business men to obtain their supplies of capital in a 
great measun; from other parties associated with them by business 
or personal relations. 




CHAPTER XVIII 


REVIEW OF MARKETING OPERATIONS 

S O far the r.rgumcnt has been concerned with the influences 
which check the flow of capital towards the points of highest 
net return ; it has accordingly dealt on the one hand with 
the cost of production of capital and on the other with the 
difficulties involved in the effective formulation of Demand; but 
it has treated only in an incidental way the effect of the work done 
by the individual market agencies in reducing these costs. It 
needs, therefore, to be supplemented by a review of the work done 
by each of these agencies, designed to bring out the nature of the 
economy effected by each. It should be noticed that in this 
preliminary review the Banks, the Market for Negotiable Securities 
and Trade Credit are not dealt with on a scale at all proportionate 
to their importance, for they receive separate treatment in later 
chapters. It may be noticed, too, that no attempt will be made 
to confine the meaning of the term “ marketing ” witliin the narrow 
limits previously defined ; its meaning must be derived from its 
context; but usually it will be used in the ordinary business sense, 
that is to say, it will refer to the whole work of management of 
capital, and will consequently include all the work done in reducing 
risks and establishing business contact between the parties who 
supply capital and those who employ it. 

In order that the situation with which we are concerned may be 
quite clear it may be well to recall the general conditions which 
form the setting of the work to be reviewed. On the one hand is 
the group of capitalists, which includes all those who have available 
supplies of free capital; on the other hand is the group of business 
men and others, including all those who employ capital; between 
the two lies the Money Market, facilitating the movement from one 
group to the other of the stream of free capital seeking investment, 
or rather of that part of it which is not applied directly by its owners 
in maintaining and extending their businesses. The market 
facilitates the transfer of this stream of free capital, partly by lower¬ 
ing the costs of supply, partly by assisting in the formulation of 
the demand. We have to distinguish the nature of the economy 
eflected by each of the agencies forming the market. 
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^ The Banking SireTEM 

The most prominent part of the market organization dealing 
with the supply of capital for short periods is undoubtedly the bhnks, 
including in that term, not the Foreign and Colonial institutions 
whose work lies mainly abroad, or firms such as Higginson or Morgan 
who are concerned mainly with the issue of securities, but the 
typically English banking system headed by the Bank of England 
and generally, though not very accurately, described as the Joint-,, 
Stock Banks. 

These banks, though economically intermediaries or middle¬ 
men, are legally principals ; they do not merely assist the A.pitalist, 
but take from him, and assume themselves, the entire work of 
management of his disposable capital. They have set up, in 
England and Wales, an elalxirate and highly centralized organiza¬ 
tion of some 5000 branches by means of which they establish direct 
business contact with very large nninlx rs of people who have, and 
people who need, capital. This system of branches enables them, 
by the offer of a rate of interest or of ch(a]ue-making facilities, to 
collect from the public many thousands of small items of capital 
amounting in the aggregate (in 1914) to some £840 m. The central¬ 
ized character of this system enables them to pool these items very 
effectively and to make a large part of the aggregate available for 
loans to the business men with whom their branch system places 
them in immediate contact. Add to the economies due to this 
organization those arising from the facts that they are expert dealers 
in capital and also principals whos(.' profits depend on the reduc¬ 
tion of risk and expenses of marketing, and it becomes evident 
that their operations have a very powerful effect in lowering the 
supply price of capital for temixuary business uses. 

The Devonshire farm> r is hardly likely to undertake himself 
the work of lending in [.ancashin; a small quantity of capital 
which he can temporarily spare ; and if he did so he would naturally 
require a very high return to coin[)cnsate him for the trouble of 
finding a torrower, for the heavy risks due to his imperfect know¬ 
ledge ahd for the insecurity which Ik; would suffer from his inability 
to recover his capital on demand in ofder to meet :my business 
emergency to which he might be (!X(X)sed. With the interposition 
of the banks, however, the capitalist with a little capital tem¬ 
porarily free, is enabled to obtain interest upon it at a rate of 
perhaps zj per cent p<;r annum practically without trouble, risk 
or insecurity; while tbe capital which he supplies, pooled in a 
larger aggregate, is transferred cheaply and rapidly from one 
point to another jn accordance with the seasonal demands of trade 
and industry, and is supplied to one remote borrower after another 
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at rates exceeding that paM to the capitalist by.^rhaps, only 
i| per cent or 2 per cent. 


Trade Credit 

In the outer market Trade Credit is the means by which a 
very large aggregate amount of capital is supplied for short periods 
for business uses. This part of the market organization is in a 
^eat measure bound up with the ordinary work of the merchant 
or dealer. It gives rise to no peculiar economics such as those 
produce^ by the*banks, but it lowers the supply price of capital 
to many business men who would, in its absence, find it difficult, 
if not impossible, to obtain supplies elsewhere. There can be 
little doubt, for example, that the supply of small tradesmen 
coming into being is in a great measure dependent on the merchant 
who provides them, on credit, with a large proportion of the 
necessary stock, and that many small farmers are enabled to tide 
over bad times with the assistance of the dealer who makes them 
cash advances on their growing crops or supplies them with seeds, 
fertilizers and so on for payment at a later date. 

These merchants and dealers must in general supply capital 
without security of the kind which would be required by banks 
and most other lenders. Their special business knowledge of 
the character and means of the parties to whom they grant trade 
credit reduces their risks and gives them special facilities for 
financing this class of borrower; but it is only to be expected 
that the terms on which they lend should be somewhat onerous. 
These terms may be expressed simply as a rate of interest on money 
lent, or in the form of a scale of prices for goods supplied, which 
increases as the date of payment for the goods is more remote ; 
but they frequently carry with them implicit restrictions which 
may considerably increase their burden. For example, the com¬ 
petition of merchants for the custom of retailers sometimes ex¬ 
presses itself in the form of an extension of trade credit, of an 
offer of more easy terms of payment for goods supplied, an offer 
which enables the merchant to establish his trade connexions 
more firmly, but imposes oh the retailer a limitation of the sources 
from which he can buy his goods and may place him substantially 
in the position of a " tied house.” Again, the dealer who in one 
way or another finances the small farmer will often do so on'the 
understanding that the farmer’s crops shall be sold only to him. 
In such cases the farmer is supplied with capital secretly, a dubious 
but apparently highly prized advantage, and the loan may be 
made at a low nominal rate ; but the true rate may be, and often 
is, high, for it depends on the price at which the fam^r sells his 
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produce, a pri(» which rests largely witli the dealer who has supplied 
him with capil^l. 

The main characteristics of trade credit as a means of supplying 
capital appear then to be these : by its means a class of borrowers 
who often can offer little or no security except their character 
and business record are enabled to obtain supplies of capital for 
short periods from lenders who have special knowledge of their 
trustworthiness and business circumstances; it is the means, 
therefore, by which many retailers are enabled to set up and main«> 
tain independen. businesses and by which businij^s men in general 
are often enabled to tide over temfwrary emergencies Being 
employed, however, in the competition for custom, trade credit 
may be unduly extended and result in capital Ixing lent n^cklessly 
and irrecoverably, clear instances of this being s('en in German 
pre-war trade with Japan, South America and other countries. 
At the same time the su]))ily of capital by tliis means is often 
accompanied by restrictions which limit the freedom of the 
borrower to buy and sell where he chooses, there by placing him 
in a less or greater degree at the mercy of his creditor and making 
the terms of the loan dependent largcdy on the will of the lender. 
Trade Credit, therefore, as an agency for the supply of capital has 
considerable social importance; but, {rerhaps, its main interest 
and certainly its greatest difficulty lies in its effect on prices, in 
the influence of changes in the purchasing power granted by way 
of trade credit in causing fluctuations in the general level of prices.. 
These influences arc discussed in a later chapter. 

The Market for.med by Solicitors 

The outer market includes also another imjxirtant organiza¬ 
tion for the transfer of capital—the series of local markets in which 
solicitors convey capital to business men and other parties who 
are able to offer as security such property as land and buildings 
which may be subjected to a mortgagi; or similar charge. 

The, total amount of capital lent against the mortgage of land 
and buildings in France is known to lyive been alxrut £560 m. in 
1908, while in Germany at abrjut the same date the .ftnount lent 
to landowners on mortgage and other real estate security is 
estimated roughly at £2000 m." These figures suggest that this 
part of the market for capital is likely to be of considerable import¬ 
ance in England ; indeed, there can be no doubt that large amounts 
of capital are supplied through this organization, but it seems 
to be quite impossible to form any definite estimate of its amount. 
Mr. A. L. Cox to a paper read to the Surveyors' Institute writes: 
"... the, properties that have never been mortgaged are few and 
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far between. ... It is im^sible to indicate witL accuracy the 
total amount loaned on mortgage of real estate in th| United King¬ 
dom, but p^iblished accounts show that insurance companies and 
bijilding societies have more than £150 m. on loan.” Again, 
Mr.. J. J. Done in a paper read before the same Institute 
states: “ An enormous amount of money is advanced every year 
on suburban house property. ... I strongly suspect that the 
majority, perhaps the large majority, of suburban houses have a 
•mortgage on thcm.’’“- While in the opinion of "a solicitor 
of great ability aivd experience ” probably more than three-quarters 
of the land and buildings in the country are subject to some form 
of mortgage. When it is rememben d that the aggregate pre-war 
value of the land and buildings of the United Kingdom was in the 
neighbourhood of £4500 m. some rough idea may be formed of 
the volume of capital supplied through the agency of solicitors. 

The capital supplied in this way is evidently lent in the main 
for long periods, t bough it must not Ix' overlooked that bankets 
lend considerable sums temptjranly against mortgage securities. 
It apix'ars to lx> supplied principally for business purposes and, 
as most undertakings possess [troperty which may bo subjected 
to a mortgage;, ninst be an imjxjrtant source of supply of business 
capital. 

But there arc evidently particular classes of borrowers to whom 
this method of supply will be of especial importance ; for example, 

“ The corporations of many of the larger towns, especially in the 
manufacturing districts, borrow extensively upon short period 
mortgages. Tradesmen and others who arc getting on well in 
business call at the oflice of the town clerk or borough treasurer 
when they have a little money to invest, and generally find no 
difficulty in placing it on loan with the corporation." “ 

More interesting among thesi; particular classes, however, are 
landowners and business men who produce very dur.able goods. 
The use of the mortgage in dr.iwing capital into agriculture for the 
construction of permanent improvements is too well recognized 
to need discussion. Its use is not loss important in building opera¬ 
tions ; it is stated, by experienced solicitors, for example, that 
considerably more than one-half of the new buildings coming 
into being are financed partly or wholly by loans on mortgage. 

This method of supplying capital against mortgage can hardly 
be less important in the shipbuilding industry. In the Wear 
district " in normal times the ships are mortgaged to the Ship¬ 
builder and the mortgage paid off, either by earnings only, or in 
some cases by instalments in addition to earnings. . . . Builders 
frequently built and delivered ships costing £25,000 to £40,000 • 
on a deposit pf £4000 to £6000." Again, on the Clyde^and Tyne, 
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"the financial arrangements between the Sliipbuilder and his 
customer in ^ctice vary strictly in accordance with the demand 
for ships. In very slack times Shipbuilders have almost made 
themselves Moneylenders, agreeing to accept 50 per coat and some¬ 
times as little as 10 per cent, spread over the period of the buildiii^, 
aUowing the remainder to lie over for payment during perhaps 
from three to six years. In these circumstances, the ships are 
mortgaged to the Shipbuilder and the mortgages are paid off from 
later earnings. ... On the contrary, however, when trade is good 
and there is a great demand for ships, the Shipbuilder is able td 
Stiffen his back and have his payments made in'the form of instal¬ 
ments during building.” ** 

These examples arc causing the argument to drift away some¬ 
what from the local market for capital formed by solicitors into 
the region of Trade Cnxlit; if they were extended to illustrate 
the work done by solicitors in assisting joint-stock companies of 
all kinds to borrow on the security of debentures, they would lead 
away still further into the work of the securities market; for there 
is no clear line of division between these various markets; the 
operations of each shade off imperceptibly into those of the others. 

The economic function carried out by the solicitor who forms 
a local market for capital is a simple one. He may relieve the 
investor of marketing work by placing him in contact with a suitable 
borrower, in which case he receives an additional fe(‘; otherwise 
his function is to reduce risks by investigating the security and 
casting the loan contract into its appropriate legal form. 

In France and Germany this part of the market is more highly 
organized by the establishment of Mortgage banks, whose operations 
yield an additional economy over and al)ove those arising from tlx; 
work of the English solicitor ; for while the mortgagor in England 
can recover his capital only at end of a fixed period of supply, i.e. 
when the mortgage “ falls in,” or by the troublesome process of 
transferring his mortgage to some other party, the mortgagor 
abroad can sell his security on an organized market at any mohaent 
when his particular business circumstances make this desirable. 
The manner in which the Mortgage banks reduce the Insecurity of 
the investor in tliis way is somewhat* as follows : tljpy lend large 
amounts of capital, usually for very long priods, on such securities 
as mortgages and municipal tends, and obtain this capital from the 
public by the issue of a homogeneous mass of their own tends 
secured on the mortgages and tends against which they lend; 
accordingly the memter of the public who supplies capital against 
mortgage security through the agency of these banks obtains, not 
as in England agecurity merely entitling him to repayment at a fixed 
date, but a security which he can realize at any moment he chooses 
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by sale in a public market. T)ie operations of these banks in redudng 
the Insecurity attaching to the supply of capital ^or very long 
periods efiects therefore an important economy. ^ As an illus¬ 
tration of the wide scdpe of their operations it may be noticed that 
irt«i907 forty-one Mortgage banks in Germany had outstanding 
loans on mortgage to an amount exceeding £460 m. The opera¬ 
tions of these German banks are of course far from covering the 
whole field; large amounts of capital are supplied by Savings banks 
against mortgages, while it is estimated that 80 per cent of the 
premium reserves of Insurance companies are sinjilarly invested, 
in addition to softie £rooo m. supplied by private mortgagors."’ 
Possibly%ne reason for the absence of these banks in England is 
the ample supply of capital and the fact that much of the capital 
conveyed by solicitors in this country against mortgage security 
consists of the funds of such parties as trustees who prefer to invest 
it for long periods and consequently attach little value to the 
opportunity to recover it at will. 

Trust and Finance Companies 

Among the specialized institutions forming the Money Market 
proper are the Financial Trusts and the Financial, Land and Invest¬ 
ment Companies, a group of several hundreds of companies con¬ 
trolling capital of a nominal value of some £350 m. supplied by the 
public partly against shares partly against issues of debentures. 

There are certain general differences between these two groups 
of agencies : Dr. Weber points out, for example, that the shares of 
the Financial, Land and Investment companies are more specu¬ 
lative in character, while Mr. E. T. Powell notes that these com¬ 
panies lend for shorter periods than the Trusts. But there seems 
to be no clear line of demarcation between their functions, so that 
it is convenient to deal with them as a single group. The individual 
companies forming this group differ considerably in their general 
character, ranging from the highly reputable Trust company 
proper, mainly concerned in carrying on a conservative investment 
business, to financial houses engaged in speculative operations of 
a most varied kind ; their field of work hes to some extent in the 
United Kingdom, but mainly, it would seem, in foreign countries. 

The purposes for which they are formed are very numerous. 
Among the objects of companies operating mainly at home are 
these : to iii''est funds ; to discount bills; to lend on approved 
securities, on mortgage of land and on hoqse and shop property, 
etc.; to deal in land and houses ; to acquire and develop property; 
to develop and assist commercial undertakings; to underwrite 
issues of securities and to convert businesses into joint-stock 
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companies; to receive deposits; to purchase assets of insolvent 
estates; and jto carry on business as trustees and agents. The 
companies operating mainly abroad are even more varied in their 
objects. They are formed to invest in United Statfs securities, 
in Canadian real estate mortgages, in railway bonds,- in telegraph 
companies, and in rubber, tea and coffee plantations; to lend 
against mining securities and on land, stations, live stock and 
wool in Australia ; to carry on a banking business ; to deal in oil 
companies, in options and mining claims in Alaska; to assist 
industrial develppment in Mexico ; to promote and invest in rubber 
companies, to employ capital in South Africa in the issue and pro¬ 
motion of financial and other undertakings, to act as an Issae House 
for Government, Municipal and other loans; to acquire freehold 
land, to acquire and work railways; to provide an organization 
whereby existing stocks may be converted into more than one 
class of security ; to finance a prospecting and exploration com¬ 
pany, to carry on general financial business, to act as agents, 
trustees, etc. 

The great variety of the purposes for which these companies 
are formed tends rather to obscure the true nature of their work. 
But it will be noticed that nearly all their operations centre round 
one principal function—that of supplying capital. Essentially 
they are expert investment agencies, on the one hand collecting 
capital from the public and on the other supplying it in many 
different ways and to many different employments at home and 
abroad. They may supply it by way of loan or investment, by 
the promotion of new ventures or by undertaking themselves the 
administration of some business enterprise ; in every case they 
take over from the investor practically the whole work of manage¬ 
ment of his capital and increase its yield by their expert knowledge 
of the field of investment. 

This substitution of expert investment agencies for the ill- 
informed operations of the investor naturally facilitates the move¬ 
ment of capital towards the points of highest yield, and so increases 
its productivity. It has the effect, in the first place, of widening 
immensely the field of employment of capital, for it would clearly 
be out of the question for the average investor to attempt to lend 
against mortgages of real estate in the United Stat« or to wool- 
producers in Australia. Again, as each company controls the 
capital of many individual investors it is enabled to spread its risks 
by selecting a wide range of investments ; a Trust contoany may, for 
example, hold as mapy as two to five hundred different kinds of 
securities whose fluctuating dividends set off one another and enable 
the company to pay its own shareholders a good and steady return. 

A further advantage is the ability of these companies by underwriting 
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new issues to obtain sound securities at a price lower, and often much 
lower, than they are offered to the public. Their special knowledge 
enables them also to add to their profits by speculative dealings in 
stocks and shares and other forms of property; in its more con¬ 
servative aspects this work takes the form of buying securities whose 
values are temporarily depressed or of selling those whose values are 
temporarily inflated, " undoing ’’ the deal at a profit when these 
values have again recovered tlieir normal level. Sir Robert Giffen 
has pointed out the great social advantage of operations of this kind ; 
•for the continuous shifting of large amounts of capital from one 
security to another under expert speculative control is an element 
of greaUstrength in a market, protecting it, in part at least, from 
violent upward and downward movements in the prices of securities 
which are unjustified by changes in their prospective yield. 

In addition to the important economics effected by Trust and 
Investment companies in this way is the influence of their work in 
financing and administering new undertakings and of their other 
miscellaneous services. 

Some of these companies undertake the flotation of new under¬ 
takings operating in England and the marketing of securities on 
behalf of such parties as foreign States who wish to obtain supplies 
of capital from the English public ; but this kind of work cannot be 
regarded as typical of the group as a whole. The comment applies 
with less force to their foreign work; for many British undertakings 
operating abroad in the production of rubber, the development of 
gold mines and in less speculative enterprises have been formed by 
these compdnics, who supply them with capital either directly from 
their own resources or indirectly by undertaking the sale of their 
shares and debentures on the London market. 

Many of these companies themselves administer the capital at 
their disposal and undertake pioneer and development work in all 
parts of the world. They may be formed to encourage irrigation in 
Mexico, to assist in financing and developing peat coal deposits or to 
acquire and work a railway ; one company owns land in Argentina, 
another owns a large number of farms in South Africa, another a con¬ 
cession in Egypt. Side by side with this work of development are 
the salvage operations undertaken by companies formed to take 
over the assets of insolvent estates or of undertakings which 
find themselves in difficulties. This salvage work, according to 
Mr. E. T. Powell, is " very important and characteristic.” 

Regarder^ broadly, the nature of the work done by these com¬ 
panies seems to be midway between that oLthe banks and that of 
the market for new negotiable securities. They resemble the banks 
in their operations, inasmuch as they take over from the public the 
work of manageraent'of the capital entrusted to them, sidminister 
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U as principals and depend for their proAts on their success in carry¬ 
ing it to the points of highest return. But their work is more nearly 
akin to that of the securities market in that it is concerned with the 
supply of capital for long periods of time, and in so far as it consists 
in the issue of new stocks and shares must be reckoned as forming 'a . 
part of that market. As a broad generalization it may perhaps be 
said that their typical service Ik's in supplying capital for the more 
speculative kinds of industrial enterprise mainly in foreign countries. 
Mr. Goschen bore witness to the effectiveness of their work in carry- ^ 
ing capital abroid when he maintained in his "^wen pi'r cent ” 
that their operations were one of the principal causes of the exception¬ 
ally high rate of interest prevailing in 1864. 

The Market for Stock Exchange Securities 

The Market for Negotiable Securities forms the principal 
organization dealing with the supply of capital for long periods; 
it provides facilities, it is true, for obtaining from the public com¬ 
paratively short loans against such securities .as Treasury bills and 
short dated American railw.ay bonds, but its main work lies in 
facilitating the provision of capital for long and even indefinite 
periods of time. Its operations are largely international in character, 
and have been the principal means by which this country had 
invested, by 1911, some £3000 m. in State and Municipal loans, 
railwa5rs and other undertakings in countries abroad. That figure 
indicates only partially the vast scoix- of its work; so long ago as 
1900 the countries of Europe owned £13,000 m. in negotiable 
securities, and were buying new securities through the agency of 
their various markets at an annual rate of more than £400 m.” 

The English securities market res(.niblcs the banking system in 
the fundamental nature of its operations ; each has for its function 
the work of facilitating the movement of cajiital into its most profit¬ 
able uses ; and this similarity extends further than is apparent at 
first sight, for, as will presently be seen, the economies to which 
each organization gives rise are identical in their essential character. 
There fs, however, a wide difference between the two in the extent 
to which they relieve the investor of thekvork of management of his 
capital. The banks arc principals ; they own the capital which 
they obtain from the public, and consequently assume the entire 
responsibility for the risks and labour of its investment. The 
securities market, on the other hand, acts in an advisor ■ rather than 
an executive capacity. • From this there arise important differences 
in the social eSects produced by the two kinds of organization. 
The profits of the banks depend directly uppn the wise admini¬ 
stration of the resources entrusted to them by the public; their 
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interest and the interest o( society alike depend upon their carry¬ 
ing the capital at their disposal to the points of highest yield. But 
the profits of the Issue House and the company promoter are not in 
geiihral diffectly dependent upon the most effective distribution of 
the capital supplied by the public; they are so dependent only so far 
as their reputation is bound up with the wise investment of capital 
and suffers if they facilitate the movement of capital into uses which 
do not yield a reasonable return. There is not, therefore, an identity 
of private and social interest in the work of the securities market; 
the natural social safeguard does not exist here as it does in the work 
of the banks ; ifence much capital supplied by the public through 
the agfney of the market for negotiable securities passes into em¬ 
ployments which offer no reasonable prospect of adequate return 
and is partially or wholly lost. 

The securities market consists of two parts, each distinct in 
function but jointly contributing to the common end of facilitating 
the transfer of capital into the various uses open to it. In England 
the market for new securities is made up of the vague, ill-organized 
group containing the Issue Houses, the company promoters and 
brokers, the underwriters and the advertisement houses ; while 
the market for old securities consists of the highly organized London 
and Provincial Stock Exchanges, in which the active principle 
is found in the jobbers and brokers. The function of the first part 
of the market is to formulate the demand for capital, to present 
this to the public by the offer of securities and to facilitate the 
flow of capital from the public in response. In carrying out this 
function it has to bear the risks arising from the fact that the 
public may fail to supply the capital required, and it has to under¬ 
take much marketing work in bringing the demand prominently 
to the public notice. Hence it relieves the two groups which it 
brings into business contact of work of management which may 
often involve heavy risks and much labour, and so must often be 
paid a heavy price for its services. The function of the second 
part of the market, the Stock Exchanges, is secondary to the main 
work of obtaining supplies of new capital from the public. It 
contributes to that end by providing facilities by which securities, 
after they .have been pureJhased, may be quickly and cheaply ex¬ 
changed among the parties who hold them; for these facilities 
give the investor who subscribes to a new issue an assurance that 
he will be able, whenever he chooses, to recover his capital, or at 
any rate the market value of his security, not indeed from the party 
to whom it has been supplied, but from .some other party with 
resources seeking investment. The first part of the market there¬ 
fore lowers the (real) costs of conveying into the hands of States, 
railway companies and so on, a continuous stream of capital whidi 
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!ttins a vast stock outstanding in tl^s hands of these various 
parties; while the second part of the market lowers the (real) costs 
)f Waiting and Risk-bearing associated with this outstanding 
stock by providing facilities for the continuous shifting of these 
»8ts from one investor to another in accordance with their in* ' 
iividual circumstances, thereby enabling this Waiting and Risk¬ 
bearing to be undertaken from day to day by those who are most 
ible and willing to do so. These economies are evidently funda¬ 
mentally similar to those effected by the banks where the two parts 
are joined togeth r in one organization ; for the banks supply and 
maintain outstanding in the hands of business men a stock of 
capital obtained from their depositors, each one of whdm can 
recover his capital at will in accordance with his particular business 
exigencies. 

But although the nature of the economies effected by these 
two types of organization is identical, there is, as already noticed, 
a fundamental difference of method wiiich has important social 
consequences. The market for new securities takes over from the 
investor only a part of the work of management ; it leaves to him 
the selection of his investment and consequently the greater part 
of the risks of supply. The Issue houses and company promoters 
offer him securities ; the investment broker will advise him in 
choosing between them ; tlie hnancial press provides him with a 
vast amount of information on which he may form a judgment of 
their value ; but this .assistances falls far short of tliat given by the 
banks, who assume the entire responsibility for lending out the 
capital deposited with them. When account is taken of the in¬ 
evitable lack of first-hand knowledge on the part of the public of 
the great variety of securities offered to them, of their credulity 
and their frequently speculative tendencies, it naturally follows 
that, as already noticed, they annually supply large amounts 
of capital which is absorbed by intermediaries or dissipated in 
profitless undertakings. 

This prehminary review of the work of the market in the trans¬ 
port of capital from those who supply it to those who employ it, 
shows that, in spite of defects in parts of the organization, it has a 
very powerful effect on the costs of supply. By taking over from 
the capitalist, partly or wholly, the work of management of his 
capital, and by employing expert knowledge and an elaborate 
organization in faciUtating its movement to the points of highest 
yield, it reduces greatly the amount of risk and of marteting work 
involved in supply ; mgreover, as the costs of Waiting are insepar¬ 
ably bound up with those of risk-bearing and marketing, their 
reduction directly by the market has an important indirect in¬ 
fluence in increasing the supply of Waiting, so reducing still further 
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the supply price of capital. The work done by the market in 
developing the effective demand for capital necessarily tends, in its 
imme(Mate effects, to raise the price at which the use of capital 
is Sbid ; bht in the long run this tendency is set off, in part or whole, 
‘•by its influence in increasing the productivity of social resources, 
the source from which the annual supply of new saving is derived. 



PART IV.-INDIVIDUAL MARKETING 
ORGANIZATIONS 


CHAPTER XIX 

I'HE BANKING SYSTEM 
Brkliminakv 

B anking forms tin' ccutro of tin' credit systi'iii in all de¬ 
veloped countries. In liiigland it oi:cupics a position of 
the greatest social iniportance, not only as the first among 
the agencies supplying capital to business men, but also as 
the principal source of the sniiply of currency and consequently 
the centre from which that supply is controlled. The scope of the 
work undertaken by tin; banking system shows considerable differ¬ 
ences as between one country and another, differences which are 
natural enough in view of the fact that the form which the system 
assumes is dependent in a prxuliar degree upon the character of 
the social organization within which it opi'rates. 

To trace with certainty the causes determining the particular 
form assumed by the English system would involve a rdsumiS of all 
the complex social conditions in which it developed. But some 
indications of these causes may Ix' found by proceeding in the op¬ 
posite direction ; by analysis rather than synthesis. If it is possible 
to distinguish the essential conditions on which an- ch ixndent the 
English and, let us say, tin' German systems, a reference to the 
historical facts affecting thes<' main conditions should explain the 
main variations in the systems themselves. There seem to be 
three main conditions of which account must lx taken ; first, there 
is the wealth of the people, which dcteriiiines the amount available 
for the banks to borrow ; secondly, there is the general level of 
public confidence, which mainly determines the amount which 
the banks can borrow; and, finally, there is the character of the 
demand arising from trade and industry, which largely'determines 
the nature of the servites undertaken by the banks on the side of 
supply. 

During the third quarter of the nineteenth century when the 
Credit banks of Germany were developing, that country was 
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definitely poor; *» at the» same time, the general level of public 
confidence was comparatively low, a condition which, on the one 
hand, limited the power of the banks to borrow, and, on the other, 
.encouraged the employment of a centralized note issue rather 
‘than the use of a cheque currency involving the lodgment of spare 
funds with individual banks. These conditions were in themselves 
sufficient to make siniple deposit banking unprofitable, and they 
were reinforced by the character of the demand for capital arising 
from business men. For during this period German industry was 
passing very rabidly to a modem system based on large scale 
production, and there was consequently a heavy demand for the 
supply of capital for long periods for the creation and extension 
of industrial plant. 

The special needs of the i)easantry and small work-people were 
met by the creation of an elaborate system of People’s banks, 
while the State, by facilitating the establishment of Mortgage 
banks, heljx'd to provide the means by which the spare capital 
of the public was collected and made available for the development 
of agricultural and urban estates ; special machinery was necessary 
to perform a similar office for industry. In these circumstances 
it was only natural that the main part of the German system should 
assume the form of " mixed banks ” which undertook not only 
deposit banking but also the conversion and flotation of industrial 
undertakings; they are indeed “ maids of all work.” Their 
deposits are relatively small and their paid-up capitals are large; 
for their operations are more risky than those of the English banks, 
not only in their work of financing industry, but also in their com¬ 
mercial banking and in their large stock exchange transactions. 
Like the banks of this country, they arc in process of rapid con¬ 
centration and are extending their acceptance business ; in pre-war 
days tin y made great and successful progress in developing foreign 
trade, not only by their organization for financing overseas commerce, 
but by acquiring control over the industries of other coimtries ; 
finally, they arc endeavouring to complete their organization by 
extending their cheque-making facilities and encouraging the more 
general use of this form of currency among the public. 

In England the system of Joint-Stock banks was assuming its 
form during the second quarter of the nineteenth century. The 
country was growing rapidly rich ; political and social institutions 
were stable and the level of confidence was high; moreover the 
happy accident of the Bank Act of 1844 encouraged the develop¬ 
ment of the cheque currency and consequently the lodgment of 
spare funds with the banks. While all these conations were favour¬ 
able to the growth of deposit banks, it would seem that the industrial 
need for capital vyas not of such a nature as to call for special 
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machinery for its satisfaction. In England the transition of 
industry to its modem form was more gradual than in Germany; 
and after 1862 the demand for long-period capital to which it gave 
rise was satisfied in part by the legal facilities granted to joint- 
stock companies. But it seems reasonable to suppose that during^ 
the whole period the greater part of the demand was met from the 
rapidly accumulating wealth of manufacturers themselves and of 
the parties with whom they were in close business contact .*• No 
doubt many other influences played their part in determining the 
form of the Englrh banks; but those seem to e^lain in a great 
measure the character of the main body of the English system as 
a group of banks of deposit and issue, simple in functioh and 
homogeneous in type. 

Any complete account of English banking must deal with the 
work of the small group of mercliant bankers and of the London 
offices of the very mmit ious foreign and colonial banks. But tlie 
acceptance, foreign c.xchange, and issue work of these bodies does 
not bear very closely on the present discussion ; accordingly, the 
argument of the following chapters is confined wholly to the work 
of the system of “ cheque-p,lying ” banks and their central in¬ 
stitution, the Bank of England. 

For many years there has been a strong movement of concentra¬ 
tion among these banks wliich has resulted in the absorption of 
large numbers of small bankers and the growth of very powerful 
joint-stock institutions, several of whom have more than 500 
branches, and lodgments which overshadow those of the Bank of 
England. This movement, due largely to the advantage of com¬ 
pounding risks and to the needs of large scale industry, has reduced 
the number of banks to about eight private firms and some forty- 
four joint-stock companies, and has left the English S3’stem (in 1914) 
a small group of spccialiaul and highly centralized institutions with 
most of its power lodged in the hands of ten or a dozen of its most 
powerful members.*® This system is in marked contrast with Con¬ 
tinental banking. It is far more homogeneous and simple in its 
functions, each bank doing the same kind of work as its neighbour ; 
there is fto organization specially adapted to the needs of a par¬ 
ticular industry, such as the agricultural mprtgage banksoi Germany; 
and there is nothing, except perhaps the Trust and Finance com¬ 
panies, which corresponds to the French and German Mortgage 
banks who raise capital by the issue of their own bonds and lend 
it for long periods to municipalities or against mortgii^es of real 
property. The system more unified, more concentrated, than 
that of Germany, France or America; for example, in Germany, 
there were still in existence, in 1907, more than 4000 private 
bankets ; in France some zyoo.** Finally, owing partly to the great 
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sijse of most of the Englis^ banks, partly to their large issues of 
cheque currency, their dependence on the central institution is much 
less than in France and Germany where the power of the State 
ban!ics is grWly increased by their large issues of bank-notes. 

The following table gives a statement roughly representative 
of the position of the English banking system as a whole at the end 
of 1913. Some of the figures are conjectural; most of them are 
for various reasons a little inaccurate; but they serve to give a 
general impression of the scope and character of the operations of 
the system, which is all that is required for thf purpose of the 
argument whicli follows, 
r 


Estimates of the Aggregate Liauilitiks and Assets of the Bank of 
England AND the Joint-Stock and Private Banks op England and 
Wales, roughly corrected for duplication, etc., as at the end 

OF 1913 " 


Capital, Reserves and Undivide*] 
Profits .. 

Lodgments— 

On Current A jc. say f^to 
On Deposit A/c. say 280 

Notes 

Miscellaneous Items 


i 


840 


('.old, Silver and Bronze, say 
('ash at Call and Short Notice, 
approxmatoly 
Investments .. 

Discounts (about one-quarter) 
and I.oan3 .. 


Miscellaneous : 

Cheques, say 
Buildings 


100 

X04 

>38 

609 


Uncleared 
.. IS 
5 


13 


I'M .!'■ 


/(,64 in. 


The work clone by the English banking system includes a variety 
of minor services sucli as the purchase and sale of securities through 
the banks' brokers, the safe custody of valiialdes, the collection of 
coupons and bills of exchange, the issue of drafts and letters of 
credit and so on. It includes also Savings bank arrangements 
^d an increasing amount of acceptance and foreign exchange work. 
“But these functions are relatively of quite minor importance and 
do not appreciably modify the simple character of the English 
systeni. Essentially the system is composed of banks of deposit 
and isfue. -Its social contribution consists, therefore, of two services: 
the first is the transport of capital; the second is the provision of 
a currency. These two services, though intimately connected in 
practice, are quite distinct in theory. 

The firrt service consists in carrying capital (or, more accurately, 
command over capital) from those who haw it to those who use it. 
This work is essentially independent of the nature of the currency, 
and may be carried out with a circulating medium of paper, gold 
or any other of the many different materials which from time to 
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time have served the purpose of money. Let us suppose that this 
MKjrk of transport comes first in order (Sf development and assume, 
for the moment, that the currency consists wholly of gold. In these 
circumstances the public will retain in pockets and cash-boxes'the 
quantity of gold which they need to carry through their monetary^* 
transactions, and will lodge with the banks the gold which they 
do not require for these purposes but which they nevertheless wish 
to have in the readily available form of a bank deposit. The aggre¬ 
gate of these lodgments (added to paid-up capital and accumulated 
reserves) will thijn form the total resources at the disjxisal of the 
banking systeni; that is to say, the stock of gold lodged with the 
banks in this way will govern the amount of their loans 'just as 
definitely as the wholesaler's supiilies to retail shops are governed 
by the stocks which he receives from the manufacturers. Hankers, 
retaining like any other business men a part of their resources to 
meet current demands and possible emergencies, will convey this 
gold into the hands of business men and others who bid for its use, 
an operation which their wide business connexions and expert 
knowledge enable them to flo with great economy in trouble and 
risk. In these simple conditions then, the banks’ social function 
consists only in retailing capital; or more precisely, in the distribu¬ 
tion of capital among those who offer the highest net rate for its 
use—those presumably who employ it in the uses in which its 
yield is highest. 

We m.ay now suppose the banks to superim|X)se on this simple 
work of transport their second service of suigdying a pafx r currency. 
This second service is evidently entirely different in nature ; it 
consists in the partial substitution for this medium, gold, of their 
own circulating medium, the cheque, or dejxjsit, currency. In 
effect the banks offer to supply the public with cheque-making 
facilities in exchange for tlu^ use of the gold which is still held in 
pockets and cash-boxes. Accordingly the greater part of the 
remaining stock of gold is lodg(;d with the banks as a basis for 
cheque-making ; the public obtaining at no greater cost to them¬ 
selves a more convenient means of carrying out their transactions ; 
the banks undertaking additional work and recovering payment 
for it from the use of the increased quat^tify of resourcas placed at 
their disposal. 

It must be noticed that this substitution of paper for gold is 
not a thing sui generis. Money forms part of the system of transport 
and must be included with railways and ships as the jneans by 
which goods are transferred from one person to another. The 
substitution of paper for gold is therefore quite similar in its effects 
to the replacement of wo<xl by stec 1 in trading jhipK ; in each case 
it results in a reduction in the cost of conveyance of goods. As 
9 , 
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already noticed, this substitution increases the resources at ttiS 
disposal of the banks; it increases, therefore, the importance of 
their work as transporters of capital; but it does more than this, 
for It enaMes them to shift these resources from point to point in 
accordance with the needs of borrowers far more cheaply and 
rapidly than would be possible with a currency composed of gold 
or some similar material. 

This preliminary consideration of the work of the English 
banks leads to the foUewing simple and concrete view of their 
operations. The public make over to tlie banks the use of two 
parts of their total wealth. The first, consisting of a share of that 
fraction of their resources which they invest in a readily available 
form, gives rise to lodgments on deposit account yielding a rate 
of interest. The second, consisting of the greater part of that 
fraction of their resources which they hold in the form of money, 
gives rise to lodgments on current account yielding the services 
of the cheque currency. Together, these lodgments convey to the 
banks a control over a specific fraction of the country’s resources ; 
when added to capital and reserve funds they constitute the total 
resources at the disposal of the banking system, and consequently 
govern absolutely the quantity of command over capital which 
can be carried into the hands of borrowers, that is to say, the volume 
of the banks’ loans. According to tliis provisional view, then, the 
banks obtain resources partly in exchange for a rate of interest, 
partly in exchange for cheque-making facilities ; they combine 
these with their capital and reserve futids and distribute the total 
among the various employments open to them. So far, then, 
banking appears as a comparatively simple matter and gives rise 
to three main questions. First, the economy effected by the 
system in making available for productive employment the small 
and individually useless items of capital of which lodgments are 
composed—an economy measured inversely by the size of the 
banks’ reserves; second, the efficiency with which they distribute 
these resources among their various uses and the loan policy govern¬ 
ing that distribution ; finally, the greater convenience of the cheque 
currency which they supply. These questions are dealt with in the 
first thi^ of the following chapters. 

There can be httle doubt that the view which has just been 
stated represents the fundamental facts of the situation—the main 
influences permanently underlying and determining the banks’ 
operations. The view is complete enough as regards lodgments on 
deposit account, but it makes an assumptjpn with regard to lodg¬ 
ments on current account which tacitly excludes the most difficult 
questions which tlje banks are called upon to face. It assumes 
that, whatever may be the volume of money work, the putflic are 
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at4e to hold in the fonn of cheque cSi^^ncy just that fraction of 
theiir resources which from time to time is necessary to carry through 
that work. In point of fact, however, the power to vary ^he volprae 
of the cheque currency in accordance with the volume of work tq( 
be done rests only to a small extent with the public. It rests 
mainly with the banks. And this fact introduces a new set of 
considerations and a point of view very different from that which 
has jusf^igen stated. 

In dealing with the substitution of the cheque currency for 
gold it has been Supposed that the public brotightplieir gold to the 
banks, lodged it on current account an<l obtained in exjliange 
cheque-making facilities. The public still can, and do, obtain 
supplies of cheque currency in this way ; but it is evident that, 
when once the substitution is fairly complete, the increasing supplies 
required to carry through the growing volume of money work 
must be obtained in another manner. They must be issued by the 
banks as notes arc issued—namely, by way of loan. Accordingly 
the typical method of issue l;s.‘comes one by which the banks grant 
cheque-making facilities to borrow<'rs, the cheques drawn by these 
borrowers reappearing as an increase in the lodgments of other 
parties, and the total volume of lodgments on current account, i.e. 
the volume of cheque currency outstanding, showing a corre¬ 
sponding increase. In actual practice, therefoi'e, loans precede 
lodgments and, in a sense, create them. Ihe banks are free, so 
far as legal restrictions are concerned, to lend as much as they 
choose ; each expansion in their loans is followed by an increase 
in lodgments, and there apjxjars to lx; nothing in the actual 
mechanism of the operation wlii<’h ne(;d prevent this process from 
being continued indefinitely. It is clear that when the banks 
arbitrarily expand their loans in this way they are transferring 
to borrowers a command over capital wliich they compulsorily 
abstract from the community ; for their action increases the volume 
of lodgments and so lowers the pun hasing power of each unit of 
currency in the hands of the public. Its effects are seen in rising 
prices and other signs, showing that the purchasing jxjwer of the 
country is in excess of its needs. 

These considerations give rise to a new s(;t of questions. They 
require us to consider, in the first place, whether the supply of 
currency, like that of other commodities, can be left to the ordinary 
play of market influences, or whether the peculiarities of a currency 
and the consequences of a maladjustment in its supply are so 
important as to call for special measures of regulation. Given 
the need for unified and deliberate regulation it becomes ncossary 
to ascertain whether the supply of this currency is sufficiently 
and the points in the system at which the power to control 
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this supply is lodged. Finally, we have to discuss the manner 
in which supplies are in fact controlled, and whether any modifica¬ 
tion,in the,loan policy of the banks would lead to a closer adjust¬ 
ment between the volume of their cheque currency and the volume 
of the money work which that currency has to carry through. 
These questions are taken up in that order in later chapters on 
this subject. 

We have, then, these two points of view. The one,*'taking 
account of ultimate social facts, represents the loans of the banks 
as governed by f hcir lodgments, and these lodgments as governed 
in their turn by the fact that they are portions of the public 
wealth set aside for more or less specific purposes. The alterna¬ 
tive view takes account of the practical difficulties of adapting 
the supply of cheque currency to the public needs. It recognizes 
that the banks issue their currency by means of loans which 
reappear as lodgments, and consequently that the volume of 
lodgments is governed by the volume of loans, which in its turn 
is governed by the will of the banks. 

The apparent antagonism between these two points of view 
seems to be the source of most of the difficulties in reaching con¬ 
clusions as to the true meaning of banking operations. From 
one point of view lodgments consist of real wealth and govern 
loans ; from the other, loans consist of paper and govern lodg¬ 
ments It is clear, however, that the two views are not antagon¬ 
istic but complementary to one another; the former describes 
the adjustment which .social interests require; the latter de¬ 
scribes the means by wluch this adjustment is, or may be, effected. 
The banks may vary the amount of their loans and consequently 
the amount of their lodgments as they please ; but their own 
safety and the welfare of society depends on their maintaining 
the volume of lodgments on current account at a level just 
sufficient to enable the public to carry through the volume of 
their money work without disturbing the general level of prices ; 
the volume of cheque currency being rightly adjusted, lodgments 
on deposit account are also in equilibrium. If the banlK lend 
more than this they are in effect making a forced levy by reducing 
the value of each unit of money in the hands of the public; they 
are merely diluting the cheque currency which they have already 
issued and disturbing the economic organization by supplying 
purchasing power in excess of the country’s needs. If they lend 
less than this, they fail in their task of supplying people with the 
means for carrying through their monej' work. If, however, 
they lend just this amount and no more, the system is in equilibrium; 
the banks are carrying into the hands of borrowers a command 
over capital whiph the public have made over to them; their 
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lodgments and their loans represent wealth as truly as though 
they had been made in gold coin. 

In the following chapters the argument will deal in more 
detail, and in the same order, with the various questions touche(J 
on in this preliminary statement. Ii\ the earlier chapters it wifi 
be assumed that the banking systeny is in the equilibrium which 
has just been described. Throughout, the discussion will deal 
primar. with conditions in which ai. effective gold standard is in 
operation'; that is to say, with a condition which existed in pre¬ 
war days and with a condition which may reasonably be expected 
to be re-established in a few years’ time. The rapidly changing 
circumstances of the intermediate pi'riod give rise to sjx cial pi oblems 
which need more detailed and realistic treatment thaTi is jwssible 
in these pages. 



CH.^PTER XX 


THE TRANSPORT OF CAPITAL; ITS COLLECTION AND 
POOLING 

English IX'[X)sit Banks in their work as transporters 
I of capital effect two economies. By collecting and 
I pooling small items of capital individually unimportant 
they make a large stock of capital permanently available 
for business and other uses. As expert lenders they supply this 
capital to borrowers at low gross rates. The.se economies need 
separate consideration. 

In I9r4 the aggregate lodgments of these English banks 
amounted to some ;^84o m. This aggregate, collected at about 
5000 branches, was comjxised of many hundred thousands of 
individual lodgments, each one of which, broadly speaking, was 
repayable in gold on demand. The typical lodgment consists, 
therefore, of a quantity of resources comparatively small in amount 
and supplied for a short, or at any rate, a very uncertain period 
of time. Regarded as a supply of capital the individual lodgment 
taken by itself is jrractically valueless for business purposes; 
either its insignificant amount would make the cost of marketing 
it disproportionately high or its liability to 1 k‘ recalled at any 
moment would make it useless for employment for ordinary 
business purposes. When, however, these hundreds of thousands 
of individual lodgments are compounded in one organization two 
results automatically follow : the small quantities of capital are 
formed into one large aggregate ; and, the ebb and flow of one 
account being set off by the flow and ebb of another, the short 
lengths of capital are also added together ; the net result being 
that a proportion of the,, capital lodged becomes available for 
continuous employment in trade and industry. The measure, 
therefore, of the first economy produced by the banking system 
is the effect of this pooling operation in releasing capital for profit¬ 
able employment. 

The proportion of their lodgments which the banks are able 
to employ effectively, or, inversely, the proportionate size of tl»ir 
reserves, is determined immediately by experience of what is at 
the same time economical and safe. This experience sums op 

■34 f, 
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the effects of many more reinote i^|luences lying partly in the 
circumstances in which the banking system operates, partly in 
the nature of the system itself. 

The proportion of reserves to lodgments will naturally vary 
as between one country and anotbtr. It will depend on the 
stability of political and social ins^tutions and on the wealth 
and character of the people, for f^.iose conditions will largely 
deterthe possibilities of sudda:<* demands for the withdrawal 
of lodgnitklts. It will depend also on the extent to. which the 
system is exjx'.>ed to demands for gold or (jtlier legal tender 
originating in the exigencies of foreign countries, or in home 
fluctuations arising from sucli catises as seasonal variations in the 
volume of payments to Ix^ effected by means of coin and notes: 
the former source of disturbance is |)articularly important in 
England owing to her international position in finance ; the latter 
is especially marked in France during the harvest period and 
in Germany at the turn of the quarter, ft will deix;nd, further, 
on the character of the dijposits which the public lodge with the 
banks ; for a balance of [loo.Mo held by a foreign Government 
at the head office of a l.<;ndon bank evidently calls for a far 
higher reserve than {100,000 composed of a thousand independent 
balances whose movements largely cancel one another. 

In addition to these external influences affecting the size of 
the banks’ reserves are those arising from the nature of the system 
itself. The efficiency of the system in this part of its work depends 
mainly upon the absolute numtx r of lodgments it collects and 
the degree of indcptuidence in their movements ; for if this in¬ 
dependence disappt'ars in the face of financial mistrust leading 
to a general willidrawal of lodgmenfs, the whole basis of the 
operation vanishes. Its efficiency will Ix' mainly determined, 
therefore, first, by llie reputation of the individual hanks com¬ 
posing the system (a reputation depending partly on the size of 
their paid-up capital .and accumulated reserve funds); for the 
greater the public confidence, the larger is likely to te the number 
of lodgments and the smaller the risk of a general withdrawal by 
the public. It will be influenced, secondly, by the development of 
the unified systems of branch offices ♦vhich is typical of English 
banking, or by the communitiis of interest more common in 
Germany; for the larger the number of offices controlled by a 
single bank, the more fully will the fluctuations of individual 
lodgments be pooled. Finally, when a central institution holds 
the cash balances of<the individual banks and pools the fluctua¬ 
tions of these balances, the maximum economy of reserves is 
obtained and the largest possible fraction of* the aggregate lodg¬ 
ments becomes available for productive employment. These 
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conaderations formed, no doubt, only a part of the reasons which 
led the U.S.A. to adopt a*centralized system of banking; but 
it is clear that, apart irom legal regulation, the aggregate reserves 
Ijeld'by their 30,000 small, independent banks must of necessity 
have been proportionately t'ar larger than will now be required, 
and consequently that the i(‘cent reform is likely to effect a very 
appreciable economy. ;, 

It is worth noticing at tins point that estimates of tlj/relative 
strength of any two banking systems based on a compariiJn between 
their proportionate reserves are difficult to make,' not merely be¬ 
cause of the differences in the organization of the systems and of the 
conditiains in which they operate, but also because the comparison 
may be obscured by differences in methods of bookkeeping. When, 
for example, a bank agrees to lend a business man £1000, it may do 
so in cither of two ways. It may, in the one case, open a loan 
account for £1000 in his name and simultaneously credit him on 
current account with a similar amount; or it may, in the other case, 
grant him a " line of overdraft ” of £1000, allowing him to overdraw 
to that extent as and when he chooses. In the former case lodg¬ 
ments are immediately increased by £1000; in the latter, they 
may be gradually increased to about this amount. If the same 
absolute amount of reserve is held against the new liability in each 
case, the proportionate amount of reserve will appear lower under the 
former method when lodgments are immediately increased by £1000, 
than under the latter when they are gradually increased as the power 
to overdraw is exercised. 

The English banks make their advances partly by way of loan, 
partly by way of overdraft. A simple statement of the ratio between 
their reserves and their lodgments, therefore, will give an accurate 
idea of their ability to meet contingencies only if it is supplemented 
by information as to the extent to which they have lent in one 
way or the other. Further, any comparison of the strength of their 
position, which is based on a change in this ratio as between one 
time and another, may have been made inaccurate by a change 
from one method of lending to the other during the interval. 

In England the external circumstances in wliich the banking 
system operates arc especially favourable ; at the same time, the 
reputation of the banks of which it is composed is very high and their 
organization very economical. They are able, therefore, to pool the 
fluctuations of their lodgments more effectively than any other 
system whieh h.as yet been devised. 

The proportion of these total lodgments '"which the banks as a 
whole are, in fact, able to release for productive uses is not shown 
exactly by the total of their loans, for the rcsources.at their disposal 
lor lending purposes include not only their aggregate lodgments 
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but also their paid-up capital and accumulated reserve funds. This 
proportion (in 1914) is most conveniei^rly found therefore by con¬ 
sidering the size of that fraction of their lodgments which they are 
unable to lend, that is to say, the stock of gold and silver which they 
must retain in order to meet demands for repa5unent of lodgments 
in cash. ,, 

A net withdrawal of lodgments rn(y occur daily for the purpose 
of efe^jpg minor cash transactions,f weekly for the payment of 
wages, se^hgpally for holiday and other expenditure, cyclically to 
meet the largeVlash needs of more active business and conceivably 
in consequence of a widespread lack of confidence in the baqks. A 
cash balance is held by each branch of a bank to meet immediate 
contingencies ; minor fluctuations in the balances of individual 
branches are pooled by the head office ; fluctuations in the balances 
of individual banks are pooled by the Bank of England. To this 
must be added the gold and silver held by the Bank of England, 
partly for the purposes already described, partly in order to meet 
foreign demands. The grand total amounting to some £100 m. 
represents that fraction of*its total lodgments which the banking 
system is unable to lend out at interest. The whole of the remainder, 
say, £740 m., is released for employment in productive uses. This 
aggregate, seven-eighths of the total lodgments, may then be re¬ 
garded as a stock permanently lodged with the banking S5retem, 
though continuously shifted from one account to another in response 
to cheque payments made by deiX)sitors. 

This shifting of lodgments within the banking system does not 
appreciably affect the total resources controlli;d hy the system as a 
whole ; but it is a matter of the greatest imix)rtance to the indi¬ 
vidual banks of which the system is composed, and forms one of the 
reasons which require them to keep further reserves much larger in 
amount, though different in kind from thost^ which have just been 
discussed. The movement of lodgments from one- bank to another 
is adjusted daily by me.ans of the Clearing House, each bank pre¬ 
senting cheques on otla r hanks paid in by its customers and receiv¬ 
ing from these other banks cheques on itself; the balance being 
paid dr received by a draft on the Bank of England. Normally 
the net balance which any one of the Joint-Stock fcanks pays or 
receives to complete the daily settlement may be small and the 
amount of its lodgment with the Bank of England consequently 
little affected ; but the occasional fluctuations in this balance may 
be very large. If, for example, Lloyds Bank were reiciving sub¬ 
scriptions for a foreign loan of £20 m., lodgments to the extent of 
perhaps £15 m. might be shifted from banks in general to Lloyds in 
particular. Otjier banks would need to depkite their lodgments at 
the Bank of England by ;£i5m., and Lloyds’ balance at the central 
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bank would be increased ^ a similar amount. But there is no 
need to enter into any furtlfer detail on this point. The important 
fact is that^ owing to the movement of lodgments within the bank¬ 
ing system, individual banks are obliged not only to keep consider- 
'able balances at the Bank ot England, but also to increase the pro¬ 
portion of their resources wlifh they hold in a readily available form. 
The aggregate amount whicy the banking system held (in 1914) 
" at call and short notice ” -was about £104 m., or one^ghth of 
the aggregate lodgments; tiiis amount, together wWlf the funds 
similarly held bjj the Foreign and Colonial bank^, was the main 
source of supply of the short loan market. It must be noticed that 
the necessity for this reserve arises largely from the fact that the 
system is composed of individual banks ; as the number of separate 
banks declines, the movement of lodgments is pooled by each to an 
increasing extent, and the need to hold a reserve against this move¬ 
ment declines in a corresponding degree ; if, finally, the system were 
composed of a single bank, the movement of lodgments would be com¬ 
pletely pooled and the need to hold a reserve of “ cash at call and 
short notice,” at any rate for this particular purpose, would dis¬ 
appear. This reserve of ” short money ” differs from the reserve of 
gold inasmuch as it is lent to the business community and con¬ 
sequently employed in productive uses ; but .as it is lent only for 
short periods it requires borrowers to bear the risks arising from the 
fact that it can be recalled at short notice ; these risks, therefore, 
constitute the social cost of maintaining tliis reserve. 

In estimating finally the net economy effected by the banks’ 
pooling operation, we have to take account of two things. First, 
some allowance must be made for the fact that although individual 
lodgments consist mainly of small quantifies and short lengths of 
capital they would not be wholly unavailable for business use in the 
ateence of the banks ; for soim- part of the lodgments, at any rate 
on deposit account, could in such circumstances be invested by 
their owners in negotiable securities or in other ways. Lodgments 
on deposit account form, however, only a minor part of the banks' 
total lodgments, and the allowance to bo made under this head is 
probably not a large one ; it seems safe to assume that the pro¬ 
portion of the- total lodgments to which the pooling operation can 
be considered to apply is not less than five-sixths, say, £700 m. 

The second consideration is the fr.action of this £700 m. which 
the banks are, in fact, able to release for productive emplo3tment. 
Owing prinjarily to the public confidence in the banks and second¬ 
arily to the centralization of the reserve, <the fraction of these 
lodgments which cannot lx; lent, i.e. the quantity of gold and 
silver held to meet lodgments actually withdrawn foom the banking 
system, is extremely small and amounts perhaps to £100 m. So 

t' 
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iax, therefore, the pooling operation may be said to liberate £600 ro. 
of resources for profitable use. But e^iidng partly to the circum¬ 
stance that the system is composed of individual banks and partly 
to the need to provide against uncertam contingencies, some £io4 m. 
of these resources are lent only for sho^ periods, and consequentlj^ 
result in special risks falling upon th Se who employ them. We 
conclude finally, then, that the hlf a business reputation and 
econonfivl organization of the systei.i enable the banks to effect 
an econoi£>j. whose amount is measured by the profitable use, 
subject in parf to certain risks, of some £(100 m, (jf resotirces other¬ 
wise unavailable for productive employment. At 3J pt'r cent, the 
net rate of interest in lyi ), this n presents an annual gain of some 
£20 m. 

This economy represents, of course, not a net but a gross saving. 
It is derived from the eheclive use of lodgments obtained on both 
deposit and current account. I'he profit from the use of the former 
kind of lodgment is paid over to di'iio'-itors in the form of a rate of 
interest which represents in the main a net s<icial gain. That from 
the latter kind is paid over in tlie form of cheque-making facilities 
whose costs of supply must be deducted from the gross economy 
effected. It may not lx- assume<i that the cost of the cheque 
currency is necessarily l.ss th.an that of the gold if replaces. 
The substitution of the cheque currency for gold means the transfer 
of the costs of production of the currency from the Mint to the 
banks ; and although the anrdogy of a note issue may suggest that 
the banks must obtain a surplus on their issues, the view seems 
to be fallacious. This [roinf will be ilealt with in a later chapter; 
for the moment, therefori-, the statement may lx‘ allowed to stand 
that the cheque currenev has a cost of production like any other. 
commodity, and that the economy resulting from its substitution 
for gold is to be measmid |)iimarily by its su|ierior efficiency in 
effecting exchanges. I he remaining ecoiromy resirlting from the 
operations of the banks as Iransportr rs of capital lies in their work 
as expert lenders ; this is considered in the following chapter. 



CHipTEK XXI 

THE TRANSPORT OF CAPITAL; ITS DISTp^TION 

I N this chapter we are concerned with the manner in which 
ths banks normally distribute the, resources at their dis¬ 
posal. We deal with their loan policy, therefore, only in 
a preliminary way, taking account of those considerations 
which constitute " practical banking," and postponing to a later 
chapter the consideration of those infiuences which determine 
fluctuations in the aggregate volume of loans and lodgments. In 
other words, we deal with that part of their loan policy which 
is concerned with the distribution of a jpven quantity of Command 
over Capital, and leave for later consideration that more difficult 
part of their loan policy which is concerned with the regulation 
of the total amount of Command over Capital which they supply. 
For this purpose we may employ the (igures of the 1913 balance 
sheet given on page 1 2H. 

The resources controlled by the banks consist of lodgments and 
notes to the amount of about £850 m. and capital and reserve funds 
amounting to £109 m., giving a grand total of some £c)(k) m. Their 
distribution is naturally governed by two main considerations. 
On the one hand are the ordinary business interests which require 
that the largest possible fraction of these resources should be 
devoted to profitable em|iloyment. On the other hand is the ordinary 
business need to make provision for contingencies. 

The manner in which those resources arc employed must neces¬ 
sarily be governed very largely by the conditions on which they are 
obtained. The fact, therefore, that nearly 90 per cent of their 
total resources are repayable practically on demand must be one 
of the domin-jti’'g considerations in the minds of bankers when 
distributing the resources a. their disposal. Long experience, it is 
true, has clearly exposed the extent of the normal ebb and flow of 
resources from and to the system in the course of the yearly cycle, 
and has no.doubt made it more easy to estimate the amount of the 
pa5Tnents which individual banks have to meet as a result of the 
shifting of lodgments from one bank to another within the system. 
But every year brings its own emergencies, and the banks cannot, 
simply by basing their policy on past experience, shake themselves 
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free of the fact that a large proportion of their lodgments are repay¬ 
able on demand ; they must provide a Iwge margin for the uncertain 
contingencies of the future. » 

These conflicting considerations of what is profitable knd what is 
safe express themselves in a loan polic) which aims at maintaining*^ 
a certain definite proportion between labilities and reserves. The 
main principle governing the loan policy of the Joint-Stock banks, 
and pr?sumably of the private banke s also, is therefore that their 
Cash in HIip^ and at Bankers, their Investments, and their Money 
at Call and ’onvc* Notice should each, subject to limited degree of 
interchangeability Ix-twcen the throe, constitute a certain definite 
fraction of their lodgments. Of these proportions the inpst im¬ 
portant is that relating lodgmr nts and " cash.” This fraction is 
no doubt lowest where the need is greatest, namely, among the 
small private banks whose fate may be bound up with the prosperity 
of a single industry or at any rate of a small geographical area. 
The proportion actually adopUai by tlic Joint-Stock banks naturally 
differs with the special conditions of each ; for it must deix;nd upon 
the judgment of its dirccto?s, on the extent to wliich the bank can 
pool the fluctuating demands of the various industries and trades 
with which it deals, on tlu^ character of its loans and lodgments 
and so on. The monthly statements of eleven large Joint-Stock 
banks show that their aggregate, or average, proi»rtion is a fairly 
stable one ; for example, during the year ending April 1914 (prob¬ 
ably rather an exceptional pr'dod) the fraction of their total Cash 
in Hand and at Bank of England to their total lodgments varied 
only about l pr’r cent from tiu; average, thi.' extreme figures being 
I4'9 per cent and ib iS per cent. Tlie proportion on which the loan 
policy of the Bank of England largely deix iids--that between the 
reserve in the banking department and its total lodgments—natur¬ 
ally varies within mucli wider limits, for ujxm the central bank of 
the system fall practically the whole of the yearly fluctuations 
in the demand for cash and clicque currency ; during 1913 this 
proportion varied from 30 pi'r cent to f)i per cent. 

It should be noticed that thi; proportionate figures which have 
been quoted arc misleading in so far as they show the relation of 
reserves to lodgments at a moment of time. Baaiicg policy does 
not, of course, aim at maintaining a rigM and invariable proportion, 
whatever the circumstances at the moment; it is based rather on 
an average of existing conditions and those foreseen in the im¬ 
mediate future. A Bank of England proportion of 3p per cent, 
with the prospect of jn early inflow of gold or repayment of loans, 
may indicate a stronger position than a proportion of 61 per cent 
with a less favourable outlook. With these, important relations 
between lodgments and reserves we shall be more concerned in 
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later chapters dealing with the regulation of the total volume of 
loans; at the moment we nwd chiefly to distinguish the nature of 
the various uses in which t^e banks’ resources are employed. 

tittle nfeed be said on the subject of the £138 m. held in the 
■form of Investments. But u may be noticed that these holdings 
4 re not investments in quite! the usual meaning of the term ; they 
are selected not so much on the ground of their net yield as of their 
wide and immediate marketability ; their primary character, there¬ 
fore, is that of a reserve. t X 

A further an(J more important reserve consi^?of “ Money 
at call and short notice,” amounting approximately to £104 m. 
A very ^irge proportion of this is recallable within a week, the whole 
perhaps is recallable within a month; that is so, at any rate, in 
the case of one of the large banks. Some part of this money is lent 
to the Stock Exchange for fortnightly i^riods at fairly high rates 
which arc fixed by mutual agreement among the bankers. The 
result of confidential inquiry into the volume of loans outstanding 
with the London Stock Exchange at the outbreak of war showed, 
it is believed, a total of about £80 m.<3' As this amount was prob¬ 
ably less than was commonly anticipated it cannot bo considered 
as abnormal. Some of it, no doubt, was borrowed from Discount 
Houses and similar sources, but the great bulk of it must have been 
supplied by the Joint-Stock Foreign and t'oloni.il banks. But much 
the greater part of the short money supplied by the banks with 
which we are here concerned appears to go to bill brokers either by 
the purchase of bills nearing maturity or in the form of loans at 
call or for periods not exceeding a wcek.<* These bill brokers 
consist of two or three large Discount Houses and about twenty 
private firms. Primarily they are specialists in bills; but the 
economy which they effect by virtue of their sixcial knowledge of 
this particular kind of security is not, it would .seem, the only 
service they perform. For the effect of their operations is, in some 
measure, to convert “ short ” into ” long ” money ; they gather 
up short lengths of capital from a large number of the London 
banks, combine these with their own capital and with that borrowed 
from other sources and lend out this aggregate all over the country 
for periods suiU d to the needs of commerce. 

In considering, therefore; the real social cost of the reserve 
of short money held by the banks, allowance must be made for the 
work done by the market in making this money available for longer 
periods. Tjje whole of the " short money ” which is held by the 
banks in the form of investments is converted-into “ long money ” 
by the organization of the Stock Exchange, while much of the 
remainder is similarly treated by the bill brokers. The real cost 
of this reserve is therefore less than it appeared in the discussion of 
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Ithe previous chapter; it must be taken to consist partly of work 
done by jobbers and brokers on the Stock Exchange and by brokets 
in the bill market, and partly of tiJ additional risks fx)me by 
business men who borrow from the bariss with the liability to rapay 
at short notice. 

The manner in which the remaii ing £600 m. of the banks) 
resources are supplied to trade and industry has been determined 
to an'^preciable extent by the poliev of the private banks which 
have now do a great extent been absorbed. No doubt, as time 
passes and'iVu long loans made by those private banks are gradu¬ 
ally recovered, the position of the modern banksVill lie materially 
improved, their resources bi ing distributed in advances both better 
secured and more readily recoverable. The substitution lor the 
small private bank of the large joint-stock concern marks then a 
change in the character of bank loans ; not only is a larger pro¬ 
portion held in cash and sliort money, but advances are made for 
shorter periods and against better security. 

This substitution is accompanied by a change to a more cen¬ 
tralized form of management and a further modification of loan 
policy. The influential and rcsixinsiblc local banker is replaced 
by the more mechanically trained branch manager, less well in¬ 
formed on local matters and closely controlled by his general 
manager, whose sanction must normally be obtained l)cforc the 
grant of an advance of any considerable size. In these circum¬ 
stances it is inevitable that local knowledge of persons should play 
a smaller part than formerly in tlie banks’ loan policy and that this 
policy, being determined rather more by (he nature of the security 
offered than by the character and ability of the borrower, should 
tend to exclude from these borrowers business men who may be 
unable to offer security for a supply of capital but whose character 
and abilities give them a good social title to its use. 

The policy adopted by the banks in lending tfiis part of their 
resources is necessarily influenced by the jxrssibility that large 
amounts of their lodgments may at any moment be withdrawn or 
transferred elsewhere ; their requirements arc most completely 
met, therefore, when they finance a short trade process represented 
by a sound commercial bill, for the bill has a markc^and could be 
sold if necessary; moreover, it automatically becomes cash at a 
known and not distant date. 

But a more important influence on loan policy must be the 
character of the demand. The possibilities of the bill, as a means 
by which the demand of the small business man cah become 
efiective, are little developed in England as compared with France. 
In that country, banks discount bills of five francs and upwards, 
and the total number of bills dealt with is extremely large. The 
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number taxed in 1912 exceeded 108 millions, with an aggregate 
value of ;£i8oo m.; of th^e more than 60 millions were drawn 
for sums less than 100 frsh In Germany, where the commercial 
bill ss much less widely use(i, the total value of the bills taxed in 
«i9i3 (excluding certain forfj.gn bills) was £1700 m., their average 
Value being much higher than in France. In the United Kingdom 
the total value of bills taxed in 1913 (excluding sight bills^ was 
approximately the saiile.*^ ^ » 

The guarantee is still of .considerable importance a^a personal 
security; but, apart from bills of exchange, the pro^rty employed 
in trade and industry does not usually give rise to a security accept¬ 
able to^a banker. The huge increase in the quantity of negotiable 
securities and their wider distribution must, therefore, have a marked 
effect in reducing the risks falling on the banks and widening the 
effective demand for the capital they supply. If they can lend 
most of their resources against good security for fairly short periods, 
it is unreasonable to expect them to revert to tlu^ practice of the old 
private banks and to adopt the more risky policy which would be 
necessary in order to meet the demand for long-pciriod capital in 
industries which offer loss adequate security for loans. 

It is probably true that i)ractically all London loans and the 
great majority of country loans arc secured ; the security obtained 
naturally varies widely, but it does not e.xcludo such charges as 
mortgages of land and business premises. Nominally these loans 
are usually for short periods, say six months ; in fact, however, 
they may frequently run for periods of years. There can be no 
doubt, therefore, that, as a result [)artly of their own, partly of their 
predecessors' policy, a considerable part of the banks' advances is 
supplied for |reriods extending to several years. 

It is an obvious fact that the parties who lodge their resources 
with the banks have, generally s[x;aking, no knowledge whatever 
of the parties by whom those resources are employed. But the 
fact is worth emphasizing, as it shows how great is the economic 
gap bridged by the banking organiz-ition. The essential means 
by which this gap is bridged is the system of local offices, numbering 
in 1914 about 5000 ; this system if supplemented and its efficiency 
increased by ttp use of the cheque currency. The effective manner 
in which the system serves to collect and compound fragments of 
capital has already been dealt with; it is no less effective in that 
jxirt of the banks’ work which we arc now considering—^the distri¬ 
bution of this capital at low and even rates throughout the country. 

With a gold currency, lodgments collected in areas of plenty 
would have to be carried to areas of scarcity in the form of metal, 
and geographical distance would exercise a material influence on loan 
rates. In effect lodgments are stiU transported from one part of the 
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country to another, but practically all costs of carriage are abolished 
by the mechanism of the cheque currenw." Thus, the grant of a loan 
by a branch bank must normally coiifcide with either an increase 
of lodgments or a reduction of loans In some other branch of* thq 
Jbank; loans are simultaneously extinguished at one point ana* 
extended at another, so that in effect resources are transported by 
entries in the books of the Head Office. Having decided to grant 
a loam*>the branch bank need take litl|j.' or no account of its stock of 
gold or notes; with the sanction o> its Head Office, it creates, 
itself, the ciurency which is required by granfiijg cheque-making 
facilities to its borrower. Moreo' er, t he effect of tiie cheque currency 
is not only to abolish costs of transjxirt, Init greatly to incimse the 
rapidity with which capital may be placed at the disijosal of business 
men, enabling them to undertake oixTations which a few days’ 
delay might render useless or unprofitable. 

The branch bank system and the clK-qiK.' currency are then the 
two important material sonrees of the I'conomy with which the 
banks distribute the capital at tlieir dis|xwal. This economy is an 
important one, for it would, (x-rhaps, Ix' a fair illustration to assume 
that capital obtained in Devonshire at 2 per cent, or its equivalent 
in currency services, was carried to Yorkshire and lent there at 
rates not exceeding 4 jxr cent. But the economy is ])rob.ibly not 
as great as it might be. Costs of fransixirt have been atolished, but 
loan rates are not leve l throughout the country ; they tend to a 
lower level in the North than in the S<jnth, a result almost certainly 
due to differences in the keenness of bargaining. Com]x;tition 
among the banks has increased in a markixl manner during recent 
years; but there is every reason to su])(x)se that tlx'ir profits are still 
higher than is necessary. The old tradition of banking still lingers, 
and many people do not care to makr^ their banking account the 
subject of a bargain. Ih nee bankens are often able not only to 
maintain loan rates above their com|M 4 itivc level, but what is 
probably more important, are lr(qu! ntly able to obtain lodgments 
on current account yii filing a n turn much grrati i than the cost of 
the cheque-making facilities supplied in exchange. 

Considering the English banks in their capacity as banks of 
deposit or transporters of capital, wi' havr^ ther., the following 
conclusions. By means of their high repfiation and compreheasive 
organization they are able to collect portions of capital most of 
which, apart from their ojxrations, would be economic.ally useless ; 
combining these with their capital and reserves they compound 
them so effectively thjt a very large proportion is released as a 
practically permanent stock available for productive employment. 
Nevertheless, the fact that the total slock of capital at their disposal 
is in a large measure repayable on demand, requires them to supply 
10 
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it mainly, but by no means entirely, for those uses from which i( 
can be readily recovered. Their organuation enables them to shift 
this capit^ from one .disti ct to another with extreme ease, anc 
^ (Consequently to redistributf it readily in response to the seasona 
*^and other changes in the demands of trade and industry. More¬ 
over, the rapidity with which they can supply capital at any poin{ 
adapts them peculiarly to meet the temporary opportunities and 
emergencies of business, and consequently enables them, if? effect, 
to ensure business men against many of the financial emergencies 
to which they ary exposed. 



CHAPTER XXH 

THE PROVISION OF THE CHEQUE CURRENCY 

I N order to complete the account of tlie normal economies 
effected by the banking system when in equilibrium, some¬ 
thing must Ixt said of its services in providing a currency 
which is unsurpassed in its efficiency as a means of effecting 
the kinds of payments which are most important in modi rn business 
conditions. 

It was shown in Chapter VH that the eheipie was es])ecially 
adapted to carry through Jarge and distant payments, and that 
the special advantages of this form of cmrency lay in the fxiwer 
to adapt each cheque in amount and in negotiability to the needs 
of each particular transaction. There is no need to (unphasize 
further the economies in the dispatcli of business which result from 
the use of this currency and we need not anticipate tin; argument 
of the following chapters by examining the further advantages which 
result from the elasticity of its supply ; but something may be 
said on the subject of its supply price with a view to determining 
whether the issue of this currency, like the issue of bank-notes, yields 
abnormal profits to the parties who supply it. 

The demand price for money, that is to say, the price which 
the public pay for any given quantity, is evidently the same whether 
they draw their supplies from the banks or from the Mint; it may 
be expressed in each case as the loss of interest on that part of their 
wealth which they hold in this form in order to effect their payments. 
This wealth may be kept at home in the form of sovereigns, or it 
may be lodged with a bank and cmiiloyed for cheque-making 
purposes, in which case its price consists in the net rate (it interest 
on the average balance of the account. 

So much for demand ; let us turn no^ to consider the expenses 
of production. The work involved in supplying a cheque currency 
is undoubtedly greater than that involved in the supply of bank¬ 
notes ; but the question remains whether the costs of pfoduction 
of the cheque currenfy are such that they enable the banks 
to obtain abnormal profits from their issues. When banks 
are able, without legal restriction, to issue l*arge quantities of 
notes, their costs of jwoduction in the way of clerical labour. 
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reserves and printing may be considerable, but there can be little 
doubt that they necessarily obtain profits which are abnormally 
high (cf. pp. 165-6). It is|true that the Scotch banks obtain no 
'direct net profit from their tote issues; but this, presumably, is due 
\ mainly to the legal restrictions imposed on them. In the casej^ 
the cheque currency it seems to be the fact that the banks do, but ^ 
need not necessarily, obtain excessive profits from their issij^s. 

From the present point of view the essential fact is that the 
banker who supplies cheque currency, unlike the banker who 
issues notes, retords his relations with each party using his 
currency in the form of an account, wiiich is, or may be, the subject 
of a bargain between his customer and himself. The banker is 
immediately and .always concerned that the cost of the work done 
in connexion with any current account should not exceed the net 
rate of interest on the average balance lodged with him ; on the 
other hand, the customer, if he is a business man, is usually con¬ 
cerned that the interest on this average balance should not be 
more than a fair price for tlie work dope by the banker in supplying 
him with the services of the cheque currency. The work done 
by the banker is considerable. He has to maintain reserves and 
premises, to examine and collect cheques on other banks paid 
in by his customers, to examine and pay those drawn on himself, 
to pass those transactions through an elaborate system of books, 
to provide a copy of the customer’s account in the form of a pass¬ 
book and to undertake a variety of miscellaneous services too 
numerous to state. Reducing these costs to some rough-and- 
ready measure, he examines his customers’ accounts half-yearly 
or quiu-terly with a view to imposing his charges. From over¬ 
drawn accounts payment for work done is recovered by the 
imjx)sition of a commission charge ; so, too, with an account whose 
average balance is insufliciently remunerative ; accounts whose 
balances are adequate escape any charge ; those whose balances 
are large in proportion to the work they involve may sometimes, 
as a result of a prior agreement, be allowed a small rate of interest. 
It must be recognized, however that these are not the only con¬ 
siderations which determine the banker’s charges ; he is likely 
to consider thc^c.ature of his customer almost as carefully as the 
nature of the account.' These uninteresting details are stated 
with the sole view of emphasizing the fact that every current 
account may bt* the subject of a bargain which, by determining 
the size'of the average balance, the charge of a commission, or 
the allowance of interest, can ensure that the banker obtains in 
each case only a reasonable retuni for his services ; in other words, 
that the cheque turrency is supplied on terms, which yield only 
a normal profit to the banker. It is no doubt the case that in 
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actual practice, owing to imperfect bargaining between banker 
and customer, the banks often obtain excessive profits from 
lodgments on current account; bui increasing competition is 
undoubtedly reducing these profits,* and consequently bringing 
the cost of the cheque currency into closer relation with the price,' 
aif'-which in effect it is sold. '■ 

'Che very high dividends on their paid-up ca])ital which the 
Englisn banks regularly distributi; do not, of course, in themselves 
prove that the banks exploit tlu-ir clislonu i's by charging unduly 
high prices for their services ; for the c,'i]iital cjhich they employ 
consists not only of their paid up eapil.il but also of llieir very large 
reserve funds and of tlie irninalerial organization (he reputation 
and goodwill- which has a cost of juddnetion and must conse¬ 
quently yield a return. Nevertheless, it si'cins to be line that 
the traditional relations between banker and eusti>rner in many 
cases still hamp'r effeelivi' liargaining betwicu tlu’ two. and so 
enable the banker to obtain for his si-iviees a |uiee which is in 
excess of truly coinpidilive rates. Tliis ini|ierfect bargaining, 
as has just been noticed. Sheets tlu- jirice at which he sells the 
cheque-making facilities he snp|)lies ; it affects also the. jrrice 
which he gets for his servie.es as tr.insixuter of capital; for, as 
was noticed in Chapter XXI, the rati's at which he lends are 
somewhat lower in the North of ICngland, where the relations 
between banker and customer are oji a more strictly business 
footing. 

The general conclusion, then, to which this discussion leads 
is that there is nothing in the naturi! of the services supplied by 
the English Joint-Stock banks, whether in the provision of a 
currency or in the trans|H)rt of capital, wdiiidi necessarily results 
in their earning .abnormally high iirofits on the full capital which 
they employ, but th;d in fact the profits which they obtain are 
somewhat higher than is ner.e.ssary owing to the imjx.'ifect bargain¬ 
ing between them and their cusioiners. 

This conclusion m.ay need qualification in the near future, 
for it is tenable only so long as the present effective competition 
between the banks is maintained. What their future pilicy will 
be is a matter on which opinions differ; but it secin- unreason¬ 
able to suppose that the five great banks which now (1920) control 
the bulk of English banking business well long neglect the oppor- 
timity of entering into working agreements to reduce the duplication 
of baulking offices and to market their supplies at more^ profitable 
rates. In Scotland, according to Sir Charles Addis, competition 
has already been " practically eliminated by an arrangement 
between the eight principal banks not to outbid each other in the 
rates offered for deposits and advances.” “ 



CHAPTER XXni 


THE VOLUME'oF THE CURRENCY 

S O far vvc nave proceeded on the assumption that the 
banking system is in equilibrium ; that is to say, that the 
volume of cheque currency supplied by the banks is just 
that amount which the public need to carry through their 
payments at the normal level of prices. On this assumption the 
operations of the banks in collecting and distributing resources 
appear to be as simple and concrete as those, for example, of the 
Maypole Dairy Co., who collect their produce from many sources 
and distribute it by means of a system of branch establishments to 
their customers throughout the country. 

In fact, however, this equilibrium is rarely or never attained ; it 
is constantly being disturbed by changes in the Demand and Supply 
of currency, and the banking system is constantly adjusting itself 
to these changes and endeavouring to re-establish the equilibrium 
which has been disturbed. In order to investigate these conditions 
it is necessary to come closer to the actual facts ; in particular 
to consider the method by which the. cheque currency is issued 
and the manner in which its supply is, and should be, controlled. 
In this investigation we are concerned only with a part of the 
banks’ lodgments ; only with the volume of lodgments on current 
account which arc employed for cheque-making purposes and which 
constitute the volume of the cheque currency. It will be convenient, 
therefore, to neglect altogether the lodgments obtained by the banks 
on deptosit account, and to proceed for the present on the assumption 
that these resources are obtained only in exchange for cheque¬ 
making facilities. This assumption will not affect the substance 
of the argument, and will greatly simplify the wording. 

The first poinr'fo notice is the method by which the cheque 
currency is issued. In a^' ual practice, as is well recognized, the 
supply of cheque currency, i.e., the volume of bank lodgments, 
is expanded and contracted by changes in the volume.of bank 
loans. In'the actual order of events loans precede lodgments and, 
in a certain practical sense, create them. The banks increase tlwir 
loans by granting an extension of cheque-making facilities to 
borrowers; the cheques drawn by these borrowers, being trans- 
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feired to other parties and paid by them into their banking accounts, 
reappear in the form of lodpnents. An increase in loans is followed, 
therefore, by an increase in lodgments; the banks lend more and 
their lodgments are still further incrtjased. At first Sight 'there 
'«^ars to be nothing in the actual mechanism of the opcratiorf' 
wKc_h need prevent this process from being continued indefinitely.* 
however, there are limits actually set by the nature of the 
mechanism and limits which should be set by considerations of 
social inteicst. ^ 

The first limitation arises from the fact that a^>prsistent increase 
in the cheque currency {unaccompanied by a coriesponding increase 
in the volume of money work to be done) increases the quantity of 
purchasing power in the hands of the public and thereby raises 
the general level of prices, or, in other words, lowers the purchasing 
power of the sovereign. A fall in the, internal value of gold, like a 
fall in the home value of any other commodity, encourages its 
export; it leads also to a withdrawal of lodgments in the form 
of the legal tender money required for larger wage and retail 
payments; and this twofold drain, by depicting the banks’ 
reserves, compels a contraction in the volume of the cheque 
currency. 

This tendency for gold, or any other thing, to flow outwards 
when its home value is relatively low, and to flow inwards when its 
home value is relatively high, constitutes a "natural ” regulation 
common to all commoditi<'s. It is an automatic reaction which 
sets in, however, only as a result of a change in the purchasing 
power of the sovereign, that is to say, after the disturbance 
has occurred. 

This "natural ” adjustment ojieratcs in the direction required 
by the social interest, but it operates crudely. Fluctuations in 
the value of most commodities are not of very gre.al social import¬ 
ance, and these values are steadied sufficiently well by these 
" natural ’’ influences wliich cause them to flow to the places in 
which they are in most urgent demand. But, even among ordinary 
commodities, these fluctuations may cause business disturbances 
sufficiently damaging to give some justification to deliberate regula¬ 
tion on the part of associations of producers, such as those which 
, control the prices of steel products in this country. 

The case is far stronger ,is regards i oney. In the first place, 
the general practice of modern countries to multiply a central stock 
of gold into a far larger stock of credit currency for internal use 
carries with it the (^sequence that the volume of this currency 
is much more sensitive than would otherwise be the case ; for not 
only is this volume likely to vary arbitrarily ^vith changes in the 
level of confidetice, but it will also tend to vary largely in response 
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to a relatively small change in the size of the central gold reseri^ 
In the second place, the variations in the value of the sovereign 
introduce social disturbances so serious in character that, as Dr. 
Marshall expresses it, " it is' worth while to do much in order to 
'^{liminish them a little.” For these two reasons, then, it becon^ 
necessary to supplement the action of the crude “ natural ” 
cesses of readjustment by a more mnscious and delicate regijJatiCn 
of Supply. Wc need, then, to define the position of equilibrium 
which is required in tlie ge/!eral interest, and to investigate the 
possibility of the,adoption by the banks of a loan policy which 
would anticipate and prevent 11 k‘ effects of the various influences 
by whiph the equilibrium is being constantly disturbed. 

It has already iK'on noticed that changes in the purchasing power 
of the sovereign set np a transfer of wealth which may, and often 
does, lead to serious social disturbances. It is quite conceivable 
that such changes might in certain conditions work for the social 
advantage. For the purpose of the present argument, however, 
it is not necess.iry to entei' this debatable region and consider the 
manner in which the standard of v.aliK! ntay be employed as an engine 
of social reform. It will give greater definiteness to the ideas, and 
will not be unfair if it is assumed simply that the social interest 
would lx; satisfied by maintaining the purchasing power of the 
sovereign as nearly as jxissible at a constant level. In order that 
tliis may be attained there must be a continuous adjustment of 
the volume of purchasing power to the volume of payments which 
it is required to carry through. On this understanding, then, the 
question to bi,' dealt w'ith is that of the p.art which can be played 
by the banks in maintaining this equilibrium between supply and 
demand. 

Inasmuch as the banks supply only a part of the total volume 
of purchasing power, it is evident that there arc limits to their 
power to control the value of the sovereign ; variations in this 
value which arise, for e.xample, from persistent changes in the 
profitableness of gold mining must be almost entirely outside their 
influence. To what extent can they, then, employ their control 
over the cheque currency to maintain the purchasing power of the 
sovereign at a constant level ? It is clear, in the first place, that 
they should thems^ves refrain from disturbing this level by causing 
any contraction or expapGion of the cheque currency which was 
not warranted by chnr,|cs on the side of Demand. Further, as 
they have^ the power to vary the volume of this cunency, they 
can endeavoiu to adapt supply to changes in.the volume of money 
work. Finally, by judicious anticipation and counteraction they 
might intervene to check some of the temporary variations in the 
level, arising from causes which are outside their direct control. 
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Itt order to consider what they do, and what tliey might do. in this 
way, we have to examine briefly the machinery by which the cheque 
currency is controlled, the manner in which the bank^ contlol it, 
and any defects in the machinery or in their policy which it is wfthin 
^Jieir power to remedy. 



eHAPTEK XXIV 


THE ELASriciTY OF SUPPLY 

I F the banks are to take effective action to control the value of 
thf sovereign, it is essential that the currency which they supply 
should be capable of Ix’ing readily expanded and contracted, 
and that the power to effect these changes in its volume should 
rest mainly in their own hands. The fust questions to be considered, 
then, are the elasticity of the cheque currency and the points at 
which this elasticity is controlled. 

With a purely gold currency, a continuous growth in the volume of 
money work would no doubt tend gradifally to raise the value of the 
sovereign ; by so doing, it would stimulate the output of the metal 
from the mines and its withdrawal from the Arts, thereby increasing 
the quantity of gold available for money u.ses and checking the ap¬ 
preciation of the sovereign. But even in the unlikely event of 
“ other things remaining unchanged ” and time Ix'ing given for this 
tendency to exert its full influence, its action would be likely to be 
feeble ; while during short periods of time, such an automatic ten¬ 
dency to readjustment would be quite ineffective. In such circum¬ 
stances, therefoic, as the only manner in which changes of Demand 
could be met would lie by varying the efficiency of the currency, 
that is to say, by making each coin do more or less work than before, 
every change in the volume of money work, whether temporary or 
persistent, would be likely to cause a change in the purchasing power 
of the sovereign. When, however, the currency consists mainly of 
titles to gold which arc a multiple of a central stock, it evidently 
becomes possible by varying this multiple, to adapt the volume of 
the currency to at least some of the constantly occurring changes in 
Demand. We need to consider briefly the organization by which 
this multiplication is effected. 

The stock of mefal whifch this country takes from the inter¬ 
national market and cmjjwys as the basis of its issues of currency 
consists of,the gold and silver held in the reserves of th^t-Barikof 
England and the tills of the Joint-Stock bankj.; for practical pur¬ 
poses, however, we may take this central stock to be represented by 
the reserve of gold and notes held in the banking department of tlw 
Bank of England. This is the all-important reserve on which the 
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operations of the Money Market are based. There is no need, for the 
purposes of this argument, to use any but rough figures ; we may 
take the pre-war average amount of this reserve to be £30 m. '’’he 
Bank of England, taking account of the demands for gold to which ^ 
it may be exposed, of the private and public obligation laid upon if;' 
jb ,.’'§et these demands and of the proportion which experience shows 
tcN'v^afe, lends against tins reserve to the average amount of about 
£60 m. Of the lodgments so created some £20 m. arc held by the 
Joint-Stock banks, and form, with taeir cash in hand and short 
money, the res'-rve which they, in their turn, may lx; regarded as 
multiplying into further lodgments. Their multipli’, like that of the 
Bank of England, is determined mainly by what experience^ shows 
to be safe. In fact, the actual volume of lodgme nts resting on their 
reserves amounts to some £^40 m., of which probably alxrut £560 m. 
are the lodgments on current accounts which constitute their issues 
of cheque currency. Then’ is yet a further, but probably an un¬ 
important, multiplication of this currcney due to the fact that a part 
of these lodgments arc held by smaller banks and employed by them 
as a basis for additional issues. Inasmuch as it is the normal policy 
of the banks to hold a certain d( finite proportion of their total lodg¬ 
ments in the form of short loans, of investments and probably also 
of till money, it is not unreason.ible to negleet these kinds ol reserves 
for present purposes and to consider that the reserve in the lianking 
department of the Hank of England is normally multiplied by a 
definite figure into a much larger volume of clu’que currency which 
forms the principal means of effecting payments. 

The link between these two amounts -the multiple which 
connects the reserve with the currency—is determined, as already 
noticed, largely by experience. This expi’rienre sums the effects of 
many influences which arc tla; real di'terminants of the rnultiple . 
influences originating partly in the general social conditions in 
which the banking system ofxuates, partly in the organization of 
the system itself (ef. pp. 

It is evident that th<s(; various intlucnces arc susceptible of 
gradual change as the social and banking organization develops, and 
that in course of time such changes bring about an alteration of the 
normal multiple and consequently an alteration in the volume of 
Supply. Further, a persistent decrease nr increase in the output of 
gold from the mines, which nsults in a ontrac.tion or expansion 
of the central reserve, will result also ariei^somc little delay in a 
pfbp(frtior.«te contraction or expansion in the volume of thccheqiM 
currency. These tw(^ sources of change—the secular alteration m 
the multiple and the automatic muItipUcation of changes in the 
supply of gold—are important causes of variation in the supply of 
the cheque currency; but for present purposes they may be neglected. 
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for they cannot be eliminated or even greatly modified by any 
change in the loan policy of the banks! It remains true, however, 
that in order to meet temporary changes the banks’ multiple can be 
varied ; that is to say, that the supply of cheque currency is elastic 
,and is consequently capable of being adapted to changes in Demand. 
Before considering the loan policy of the banks, i.e. the manM^m 
which they actually do, vary this multiple, we have to ascert/ui^t 
what points the power to vary the volume of the currency is lodged. 

Some measure of control oVer the supplies of purchasing power is 
exercised by the jviblic. If their money work grows in volume they 
can increase the elficieiicy of the currency by working their accounts 
more .intensively; and, no do\d)t, when I he outlook is good, 
business men actively employ that part of their money stock which 
in normal times they hold as .a reserve ag.iiiisl c<jntingencies, and so 
increase the quantity of currency in active circulation. At such 
times, too, they can, if they choose, increase their jxiwer to draw 
cheques by transferiing money from deiwsit to current account ; 
and they are likely to increase the volume of purchasing power by 
an extension of Ixiok credits. Promoters of new issues may even 
arrange for an importation of gold in order that bank loans may auto¬ 
matically increase and so make it more easy for them to float some 
new loan or joint-stork company. Conversely, the public may, when 
their circumstances require it, withdraw leg.il tender from the banks’ 
reserves and consequently cause a contraction of the cheque currency 
into which those reserves arc multiplied. The public can, therefore , 
exercise an appreciable measure of control over the volume of pur¬ 
chasing power: they may increase or diminish it in a way which is 
largely independent of the banks ; and when they do so, they may 
initiate or reinforce a change in the value of the sovereign wliich 
increases the difficulties with which tlu' banks arc faced in carrying 
out any policy designed to maintain that value at a constant level. 

It seems safe to assume, however, that the ability of the banks 
to vary the volume of their loans gives them sufficient power over 
the volume of the cheque currency to enable them to counteract 
minor disturbances due to the action of the public, and to effect a 
deliberate adaptation of supply to many of the changes in the 
volume of money work to be done. Each of the Joint-Stock banks 
in the system has the power to vary its multiple, and indeed it 
tends to do so when considerations of what is safe arc modified by 
changes in the finanri.'/ outlook which arise in the course of a 
business qycle. But, apart from such changes, its norilfal '^licy 
is to maintain its issues of cheque currency ip a fixed and definite 
relation to its reserve, and to pass on to the Bank of England the 
task of regulating the volume of currency in accordance with the 
social interest. 
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There are two good reasons why this duty should be lodged 
with the central bank of the system. In order to illustrate the 
first reason, let us suppose that a seasonal increase in the volume of 
payments has set up a demand for increased suppliel of chEque 
currency, and let us contrast the manner in wliich this demand could 
Wmet, on the one hand, by the Joint-Stock banks singly or in unison, 
arjl>n the other, by the central bank of the system. If one of the 
Joint-Stock banks were to e.xpand its loans to meet a demand of 
this kind, no doubt some part of the clieques drawn against these 
loans would i\ appear as an increase in its owe lodgments; but 
naturally much the greater ixirt would go to increase the lodgments 
of other banks in fhi' sysfeni. The clieques jiaid into those other 
banks would be presimted by them for jiayment through the Clearing 
House, and would require the liank whose loans had Ix'cn increased 
to deplete heavily the balance at the Bank of I'.ngland, which formed 
the most important part of its ri'serve. The net effect of the opera¬ 
tion, therefore, would be that tlie lending bank would obtain a slight 
increase in its lodgments and would suffer a heavy reduction in its 
reserve, so that the multiple connecting the two would be altered 
unfavourably and in ojqiosition to its norm.al fxilicy of maintaining 
this multiple as a constant. Let us now suppose that all the Joint- 
Stock banks expanded their loans sliglitly to meet tliis temporary 
increase of demand. In such circumstances practically the whole 
of the cheques drawn would reapjxsir as an increase in their aggre¬ 
gate lodgments, and their aggregate reserves at the Bank of England 
would remain unaffected. The net elfect in this case, therefore, 
would be that the total lodgments of the banks would lie increased, 
their total reservi*s would remain constant and the average pro¬ 
portion between the two would be affectetl in a slightly unfavourable 
way. But there would be no assurance that the change in the 
proportion would be the same: for each bank ; in some the change 
might be large, in others it might be' small. Even, therefore, if the 
Joint-Stock banks could agree to act in unison to meet this increa.se 
of demand, their jrolicy would involve a considerable practical 
difficulty. This difficulty disappears when the central bank of the 
system undertakes to expand its loans to provide the addition^ 
currency which is required ; for the Joint-Stock banks keep their 
balances at the Bank of England, and consequently an}' increase 
in the loans of the Bank reappears as an increase in its own lodg¬ 
ments. The only difficulty exixrienced ->jv the central bank m 
meefnif iMemporary increase of demand of this character lies m 
the fact that an ex^insion of its loans involves a slight, but only a 
slight, unfavourable change in the propxirtion between its reserves 
and its lodgments. And tliis disadvantage •soon disappears, for 
the Bank charges for its increased loans a rate of interest suffi- 
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dentiy high to ensure that they are repaid as soon as the pressure of 
demand decHnes to normal proportions. 

The central institution of a banking system is then in a peculiarly 
fawurable position to regulate the volume of the currency, and a 
/centralized system consequently carries with it the great advantage 
of a highly elastic supply. How important this advantage jff 
may be seen by substituting for the seasonal demand whilhfhas 
hitherto been assumed the intense demand for additional currency 
which arises during a period of crisis. During the American crises 
of the past this demand could not be met, for none of the many 
thousands of independent banks could safely expand its loans to 
provide; business men with the currency they urgently needed to 
meet their obligations, and collective action could not be very 
effectively organized during the rapid growth of the emergency; 
consequently the unwillingness or inability of the banks to provide 
the public with the means of meeting their engagements increased 
the general apprehension and emphasized the severity of the crises. 

On the other hand, during recent periods of general appre¬ 
hension in England, the banking system, acting in liarmony, has 
refrained from any general contraction of loans, while the Bank 
of England has undertaken to expand its issues of currency in 
response to the urgent public need. Ity such action public 
apprehension has Ix'en allayed and its dc va lopment into a crisis 
prevented. 

In view of the case and safety with which the central bank of a 
system can expand and contract its loans it is natural that the 
duty of regulating the volume of the currency should be entrusted 
mainly to the Bank of England. The Joint-Stock banks can and 
do meet local variations in the volume of money work by trans¬ 
ferring currency from one point to another in response to the 
seasonal needs of trade and industry, and in igzo they are adopting 
a common policy of restricting tlx- giowth of their loans; but, 
generally six'aking, they do not undertake the deliberate regulation 
of the total volume of supply ; this task, for the reasons given, 
they sliift to the Bank of England. 

This, however, is not the only reason why the duty of regulation 
is passed on to the Bank of England ; a second reason arises from 
the extreme difficulty of ascertaining at any time the volume of 
currency which is really needed. 

The true social need' for currency at any time is in thep^ per¬ 
fectly deffiiite; it is that amount which enables thi*^puDlic to 
deal with the volume of their payments without disturbances of the 
price level. But this amount cannot be found by direct inquiry; 
it cannot, for example, be ascertained by the pressure of the public 
demand for bank loans, for this pressure is likely to increase at 
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the very time when prices are rising in consequence oi the cunency 
being already in excess. 

In order to make this point clear let us consider the naifure of 
the demand for an extension of bank loans during a period of rising 
prices and growing activity of business. This demand arises front 
^o^need of business men for increased q\iantities of resources as a 
Ini^ ■ of expanding their operations ; tliese business men want to 
ihfcrease their capital in order to ctnploy more labour, to increase 
their stock of raw materials and machinery, and [rossibly to increase 
that part of iheir capital which they hold as a stqck of currency for 
effecting the increased volume of payments which accompanies 
the general expansion of activity. When, for ex.imple, a business 
man wishes to borrow £50,000 from his bankin' he may reouire to 
hold only £1000 of this as a money stock to carry through the 
increased volume of his transactions ; in which rase only one- 
fiftieth of his demand arises from the true social nei d lor currency. 
In response to this demand the banks cannot, ol course, increase 
the quantity of real resources in the country ; ,dl they c;m do is to 
increase the supply of rnoaey, the supply of control over these 
resources, or Command over Capital, If a banker expanded his 
loans to meet the particular demand for £50,000 wliich we are 
considering, he would be acting against the social interest in respect 
of £49,000 at least, for he would Ix' merely inflating the currency 
by that amount and so reinforcing the rise of prices ; and he would 
hardly be acting in the social interest in respect of the £1000, for, 
although by lending this amount he would be meeting a real need 
for the means of effecting payments, he would at the same time be 
enabUng the business community to maintain prices at the current 
level, which was already too high. 

The point to notice, therefore, is that the true social need for 
currency is expressed as a part of the demand for a control over 
resources in general; it is not separately expressed in its own 
market, and its amount, con:,eqnently, cannot l)o found by direct 
inquiry in any market, or measured by tlie general demand for 
loans. Accordingly the supply of currency cannot be regulated 
by approximation to any known figure ; it must Ix; regulated rather 
by correcting maladjustments after the event, in accordance with 
the signs of scarcity or excess, and by anticipatifig, with appropriate 
action, prospective sources of disturbance. These signs and 
portents are found in ;he movements ol prices, tlie state of the 
f 3 ^!^p«r.»^^anges, the present and prospecAvc strain upon the 
central gold reserve and many other of file vague indications 
which in their aggregSte constitute the general financial outlook. 

It is clear that the Bank of England is in a far better position 
than the Joint-Stock banks to deal with a problem of this com- 
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plexity. It is in close contact yith the international gold market; 
it hol^ the central gold reserve; it knows the bankers’ balances 
and the prospective .movement of State funds; moreover, its 
constitutidh is not representative of purely banking interests. 

/ This, then, is the second reason for the transfer of control to the 
Bank of England : that by virtue of its great prestige, of i^ re¬ 
cognition of the social interests entrusted to it and of its injjlmaf^ 
contact with the many obscure influences which are constMtly 
tending to set up changes in tlie value of the sovereign, the Bank 
is in a peculiarly^favourablc position to assume the responsibility 
for the regulation of the currency. 

We reach so far the following conclusions. The total volume 
of pufchasing power exercised by the public includes a large and 
very important part consisting of the cheque currency. The volume 
of this currency may be regarded as a multiple of the central stock 
of gold held by the Bank of England. Both the public and the 
Joint-Stock banks have sonic power to vary the volume of the 
currency. But this power is not likely to lie exercised in close 
conformity with the social interest ; for the public’s action in this 
respect is largely irresponsible, while the policy of the Joint-Stock 
banks in normal times is to maintain a certain definite proportion 
between their lodgments and their reserves ; further, as the cheque 
currency is based on credit, there is a natural tendency for the 
power e.xcrcised by the public and the Joint-Stock banks to be 
influenced by changes in the general level of confidence, with the 
effect of causing variations of Supply which have no close relation 
to Demand. With these limitations, however, the greater part of 
the control over the currency is passed on to the central bank of 
the system, the Bank of England, together with the duty of de- 
libor.ately regulating its supply in accordance with the social need. 
We have now to consider tlu^ machinery by means of which it 
discharges this duty. 



CHAPTER XXV 


THE MACHINERY OF REGUlJVTlON 

^ '^HE first jx)int to consider in connexion with the 
machinery of regulation is the relation hetwi en the social 
interest, which lies in a greater stability in the Value of 
the sovereign, and the practical jwlicy of the Hank of 
England, which consists in maintaining its gold reserve at a certain 
necessary level. 

Causes tending to vary the purchasing jwwer of the sovereign 
may originate at home or abroad. A fall in the home demand 
for currency due to a decline in the volume of transactions, or an 
increase of purchasing power in the hands of the public due to an 
expansion of credit, both tend to cause a fall in the home value of 
the sovereign, to encourage the exjxrrt of gold and consequently to 
reduce the size of the central reserve. Similarly, a temporary 
collapse of credit in a foreign cxinntry tends to make gold relatively 
dear abroad, to encourage its export from this country, to reduce 
the central reserve ancl consequently to cause a (contraction of the 
cheque currency and a marked rise in the home value of the 
sovereign j conversely, inlluences of an (opposite* kind tend to in¬ 
crease the central reserve of this country and, by leading to an 
expansion of the clvccque currency, cause a fall in the home value 
of the sovereign. Hut all these causes, tending to disturb the 
purchasing power of the sovereign, whether originating at home 
or abroad, and whether working in one direction or the other, all 
express themselves in a tendency to vary the size of the central 
gold reserve. When, therefore, the Bank of England is carrying out 
its practical policy of maintaining its reserve at a certain necassary 
level, and is taking action against the causes which tend to disturb 
this level, it is also taking action against th^, causes which tend to 
disturb the home value of the sovereign. Its practical policy, there¬ 
fore, is harmonious with the social interest, and we may express 
■(N«*Jipf:jations indifferently in terms of high fhcory or market 
practice. 

To put the matter in a slightly different way; the Bank of 
i?..gittnd is the agency through which the banking system estab- 
H.h»« contact with the international gold market; it constitutes, 

II 
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as it were, the channel connecting the external stock of gold in the 
world market with the internal stock which is multiplied for home 
use into a larger volume of credit currency. The object of the 
Bank, expressed in practical terms, is to take action against tem¬ 
porary causes which are constantly setting up an ebb and flow 
lietween these two stocks and so disturbing the level of the central 
reserve; its object expressed in terms of the social interest isAo 
react against the influences tending to disturb the value or 
sovereign. 

An association of producers formed to moderate the price 
fluctuations of the fommodity in which they dealt would endeavour 
to carry out their policy either by directly regulating supply in 
accordar.ice with changes in demand, or by varying the price at 
which they would from time to time be prepared to sell their pro¬ 
duct. The powers at the disposal of the Bank of England for the 
purpose of moderating fluctuations in the value of the sovereign 
are strictly analogous ; they are exercised partly by varying the 
supply of currency in response to changes of demand, partly by 
varying the rate at which this currency is from time to time supplied. 
The sole difference between the two cases lies in the fact that 
commodities are supplied to the public by way of sale, while 
currency is supplied to the public by way of loan. 

The first method has already been discussed ; apart from the 
1920 policy of collective control its successful use depends on 
the existence of a central bank and an elastic currency, both of 
which conditions are found in England. The Bank is able easily 
and quickly to increase the volume of its loans and consequently 
the volume of the cheque currency. It can, therefore, readily 
meet temporary expansions in the home demand which, apart 
from the action, would cause a rise in the purchasing power of the 
sovereign, and so initiate an import of gold. 

The second, and much the most important, method by which 
the Bank controls the movement of gold has also been discussed; 
it lies in the practice of varying the Bank rate. Such action becomes 
effective, it was noticed, through its influence on the Market rate ; 
for a rise in the Market rate has two consequences, the one im¬ 
mediate, the other more remote, but each operating in the same direc¬ 
tion. Its immediate effect is to make it more profitable than before to 
have funds in London, so that an outflow of gold is checked and an 
inflow of gold encouraged. Its more remote effect, that is to say, 
the ultimate effect of a persistently high Market rate, is tp con- 
tract the volume of bank loans and consequently of tile currency, 
to raise the internal value of the sovereign and so to draw in gold 
from abroad. By the employment of this second method, there¬ 
fore, the Bank ig cniaWe 4 tg meet temporary changes of pressure 
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lOn its reserve, due to causes originating at home and more especially 
abroad, and by so doing to mitigate changes in the internal value 
of the sovereign which would result from any marked exjjansion 
or contraction of the home stock of gold. The point*to notfce at 
the moment is that the power of the Bank to take effective actidkr 
of this kind depends on its ability to influence the rates of the 
greiS: Joint-Stock banks by whom the greater part of the supply 
is Controlled. Apart from collective action, a rise in the rates 
charged by the centra! bank works out its effects through several 
routes. By discouraging borrowing from the ifank itself, it tends 
to reduce the totals of Other Securities and Other Deposits, thereby 
initiating a rise in Market rates, directly through the eop,^raction 
of loans, and indirectly through tlic contraction of the deposits 
which form the principal reserves of the Joint-Stock banks. It 
leads also to a partial rise in the rates at which capital is supplied 
throughout the whole country ; for a large and perhaits a growing 
part of the loans of the Joint-Stock banks arc made at rates of 
interest which vary automatically with changes in the Official rate. 
Finally, each change in th* Official rate is customarily followed by 
a meeting of the Clearing House bankers, and leads usually, though 
not always, to a rise in the rates allowed by them to the public for 
money lodged on deposit account. It seems to be true that a rise 
in Bank rate will always become effective if time is given for these 
various influences to work out their full results. But the Bank 
controls only a relatively small part of the total supplies in the 
short loan market; and the fact that it has at times to reinforce 
the influence of a rise in its rate by borrowing from the market 
shows that the Bank rate is inadequate as an effective means of 
dealing immediately with temporary disturbances. The lack of 
any close connexion between Bank and Market rates marks, then, 
a definite weakness in the power of the Bank of England to carry out 
the duties with which it is entrusted. 

It must be noticed, too, that the powers of the Bank to 
alleviate changes in the internal value of the sovereign are weakened 
by other causes. In the first place, the control exercised by the 
pubHc and the Joint-Stock banks over the volume of the currency 
enables them to initiate or reinforce changes in the purchasing 
power of the sovereign which add matcriiflly to the difficulties 
whkh the Bank is called upon to face. In the second place, the 
very small size of the Bank’s gold reserve in relation to its very 
'^i/geiteer^tional liabilities is itself a source' of wca.kqess, for it 
requires the Bank to react against disturbing causes more fre¬ 
quently and more ^olently than would otherwise be necessary. 
A substantial increase in the central gold reserve would make it 
possible to abgerb many of the temporary strains set up at home 
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or abroad, would make possible a more moderate emjdoyment 
of the machinery of the Bank rate and so would relieve tte Money 
Marl^t of ipany of the incessant minor disturbances to which 
it is in such circumstances exposed. 

* We have then the following conclusions with regard to the 
machinery of regulation. Variations in the purchasing power 
of the sovereign arc of Such great social importance that an aative 
policy of regulation is necessary in the social interest. Effectfve 
action of this kind is most conveniently taken by exercising de¬ 
liberate control owr the volume of the cheque currency. This 
control is lodged partly with the public and the Joint-Stock banks, 
but mqjnly with the Bank of England. The Bank, employing 
its power of regulating the volume of the currency in conjunction 
with its power of varying tin? market rate of discount, modifies 
the " natural ” ebb and flow of gold between the internal and 
external stocks of tlic metal, thereby modifying also variations 
in the internal value of the sovereign. Its powers to carry out 
its duty in this respect smoothly and effectively are, however, 
weakened partly by the influence of '.he public and the Joint- 
Stock banks on the volume of the currency, partly by its imperfect 
control of market rates and partly by the relatively small size 
of its gold reserve. This brief consideration of the powers exercised 
by the Bank of England leads to the more difficult question of 
the causes of the more important changes in the value of the 
sovereign, the ability of the banks to detect these causes and their 
power to modify their operation or their effects. 



CHAPTER XXVI 


THE REGULATION OF THE CURRENCY 

I 

B efore proceeding with the discussion of the particular 
questions laid down at the close of the last chapter, 
something of a more general character should *be said 
with regard to the alternative methods by which paper 
currencies are regulated. 

We may begin with the fact that every note passed into circula¬ 
tion constitutes a loan free of interest raised from the public. 
It follows that those; who supply these notes can obtain excep¬ 
tional profits on their oper.rtions (cf. jip. iqy-K) and arc consequently 
exposed to a strong temptation to issin; them in excess. If this 
tendency works unchecked, it may impair public confidence in 
the note issue ; in any case, it will drive* down the value of the 
unit of currency and so cause an upward fluctuation of prices 
which disturbs the conduct of home business and the course of 
foreign trade. In view tf this disparity between private and 
social interest, it is only to be expected that Governments, where 
they do not themselves undertake the work, sliould impose re¬ 
strictions on those to whom they grant the right of issue, 'their 
object in so doing is to protect the purchasing power of the unit 
of currency ; partly by maintaining the geni'ral acceptability of 
the note issue, but mainly by providing that its volume shall 
expand and contract, not in accordance with the impulse of private 
interest, but in response to the social need f(u the means of pay¬ 
ment. The principal method which they adopt to attain these 
ends is that of requiring banks of is* ui; to hold a certain minimum 
reserve ; for if these promises to pay an; always immediately 
convertible into gold, holders of notes ate ensurid against loss 
and at least a partial protection is obtained-against over issue. 

The Bank Act of 1844 partly effected these objects. The 
requh'eroent that the Bank should hold a reserve of kk) per cent 
in goiti ag^nst all notes issued beyond a C(;rt’ain defined minimum 
ensured the general acceptability of the note and‘effectively 
removed any temi^ation to over-issue; but it also removed from 
the Bank any power to manufacture additional notes in response 
to temporary increases in the demand for money. That rigid 

i6j 
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restriction has, however, been a little modified by the Currency and 
Bank Notes Act, 1914, which allows the Bank, with the consent of 
the Treasury^ to issue notes temporarily in excess of the legal limit. 
The various reserve requirements imposed on the Reichsbank prior 
td the war effectively ensured note-holders against loss, and so 
maintained the acceptability of the issue. The diversion of a 
part of the bank's profits to the State, together with the provSyn 
for a minimum gold reserve, removed the tendency to over-issue 
and partially secured the immediate convertibility of the note. 

At the same time special provision was made to enable the volume 
of the note issue to expand in response to temporary social needs. 

The recent reorganization of the banking system of the 
United %tates granted to the Federal Reserve Board the power 
of suspending the legal reserve requirements imposed on the 
banks within the Federal Reserve system, as circumstances make 
it desirable to do so. It marks, therefon', a partial transition from 
the condition in which Government defines in advance the limits 
within which the right of issue may lx* exercised, to one in which 
Government entrusts some expert body, conscious of the social 
interests involved, with full powers to regulate the supply of 
currency in response to changing conditions as they arise. Where 
the technique of banking is highly developed and the interests 
of the community are fully recognized, this latter policy is clearly 
the more flexible and effective method of regulation. It is success¬ 
fully adopted in France where the central bank, a semi-state 
institution with a conservative policy, has practically a free hand 
in controlling the volume of its issues. So too in this country, 
where the public responsibility assumed by the Bank of England, 
together with the great strength and high traditions of the English 
Joint-Stock banks, has made it possible for the State to entrust 
the banking system, without restriction of any kind, with the 
control of the deposit currency. It is with the manner in which 
the English banks exercise these powers that we arc now 
concerned. 

In approaching the question of the principal sources of varia¬ 
tion in the value of the sovereign and the manner in which the 
banks employ their control over the cheque currency to modify 
these variations, we 'inay first of all notice and set aside an 
important source of change which it is beyond their power to 
remove. jfj 

This cause, originating in the external gold market, Jjas Already 
been noticed ; it lies in a pi“,rsistent change in the profitableness 
of gold-mining. When at the close of the last'century the output 
of gold showed a marked and continuous increase, the new supplies 
of the metal, Kke those of any other commodity, distributed 
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themselves among their various uses throughout the world at a 
continually declining value. Clearly the Bank could not check, 
and ought not to attempt to check, a corresponding decline ip ^he 
home value of the sovereign. It was both necessary and desirable 
that a part of the new supply should permanently increase the 
central gold reserve and should be multiplied by the banking 
syitem into a volume of currency which would enable the general 
price level in this country to move upwards in correspondence 
with till' general rise of iirices thiougliout the world. Some of 
the effects ci a persistent cliange of this kinf^ may be alleviated 
by a judicious ixjlicy on the part of the lianks ; but to remove 
the cause would ri'quire more drastic action, such as the ajiandon- 
ment of the gold standard and the adoption of another standard 
specially selected or devised with the obji ct of providing a unit 
more stable in value. 

Setting aside this source of disturbance as being in the main 
outside the scopi' of the present argument, we may turn to consider 
those causes .against which the banks can oixrate effectively; 
namely, the more temporary inllucnces originating either abroad 
or at home. 

There is no need to consider at any length those causes which 
originate abroad, for the manner in which they o]HMate and the 
manner in which they are met by the Bank of England have already 
been indicated ; but tliis is the appropri.ate place to detd with them, 
and something further may U; said in spite of the repetition which is 
inevitably involved by so doing. 

The home value of every commodity is subject to disturbance 
from causes originating abroad : fluctuations in the foreign demand, 
speculative cornering of stocks, tariff changes and many other in¬ 
fluences are constantly altering the comparative level of internal 
and external prices, and so encouraging an inflow or outflow of the 
commodity affected. Eurther, when the change is due to such a 
cause as destructive dumping, the husincss disturbance which is set 
up by the temporary fall of price in this country gives rise to a 
demand for the deliberate legulation of imixirtation. The sixtial 
need which this demanil expresses is evidently identical in nature 
with that which requires tlie Bank of England fo react against 
temporary causes setting up a to and fro movement of gold. 

The home value of gold is subjec t r commercial causes of 
disturbances similar in kind to those affectipe other commodities, 
but these-causes are more various and are added !o. by others 
arising from the ijjonetary uses of the metal. Gold, as a com¬ 
modity, has a market extending over the entire world ; bring 
known and in demand in every country, it is sfhbject to an immense 
variety of cadses affc*cting its value, and being highly portable it 
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tends to move rapidly from one point to another in response to 
these changes. But over and above these sources ol disturbance 
are those arising from its use as money. Gold enters into and is the 
duplicate of almost aU transactions throughout the civilized world ; 
it’is the unit in which almost all contracts are expressed, and conse¬ 
quently the unit by means of which these contracts may unfailingly 
be discharged. Accordingly any change in the volume of trade 
between one country and another is liable to set up a demand for 
gold for purposes of settlement and cons('qucntly to initiate a 
temporary change “in its value. Further, the fact that most 
countries multiply a stock of the metal into credit currency for home 
use introduces additional sources of disturbances, for it exposes the 
value of the metal to changes arising from any local expansion or 
collapse of credit. It is evident, therefore, that the internal value 
ol the sovereign is exposed to a vast number and variety of tem¬ 
porary external causes of disturbance ; there are the commercial 
influences, such as annual changes in the Indian demand for hoards 
or in the foreign demand foi' the use of gold in the Arts ; there are 
the influences arising from good and bau harvests and other causes 
of changes in the volume of trade which set up a demand for gold 
for the settlement of international balances ; and finally there are 
the influences originating in such conditions as a collapse of credit 
in a South American State or in the transition of a foreign country 
to a gold standard. All these influences exert their pressure with 
especial intensity on the reserve of the Bank of England, partly 
because England is the seat of a vast international trade, partly 
because she is the financial centre of the world and partly 
because London is in normal times the one great, free market 
for gold. 

Each of these temporary influcmces, if it operated unchecked, 
would be likely to cause a marked expansion or contraction of the 
Bank’s reserve i f gold and, being multiplied by the banking system, 
would introduce a corresponding change in the home value of the 
sovereign with its accompanying social disturbances. In fact, 
however, it is not allowed to act unchecked, for the Bank reacts 
against it by means of variations in its discount rate designed to 
maintain its reserve at the level which it considers at the same 
time economical and Safe. As already noticed, however, the fact 
that the Bank’s reserve's unduly small and that its control over the 
market rate is imperfect causes the London Money Market and the m 
main Produce Markets to be subjected to incessant-minor dis¬ 
turbances which increase the business risks of, their members and 
require the community to pay them for their services a higher price 
than would otherwise be necessary. 

The remaining causes which we have to consider are those 
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rigfaiatmg at home in temporary fluctuations in the vdume of 
loney work and in changes in the level of credit. 

It is well known that the volume of payments, or the demand Jor 
aoney, may vary widely at different times in the year. *This kind 
if variation is most clearly marked in Germany. “The erase 
lisplayed after 1870 for uniformity did harm in abolishing the 
nrltitudinous dates for the payment of rent and interest and in 
ubstituting quarter day as the date of all payments of coupons, 
alaries, mortgages, etc. . . . Consequently on quarter da5^ 
mtold mdlior.s in bank-notes and ready money ^or redeemed and 
lewly raised mortgages, rents and other payments wander from 
land to hand, only to return after a few days, in a roundabout way, 
;o the same places where they have been made liquid (available).” 

[n order to meet this temporary pressure greater elasticity was given 
;o the Reichsbank’s note issue in 1910 when the “tax free contingent ” 
)f £27^ m. was increase d at the end of each quarter by £10 m. 

In France where over one-third of the population earn their living 
on farms it is only to be expected that t here would b<‘ a heavy seasonal 
fluctuation in the demand foi currency. The effects of the increased 
volume of payments to be carried through in the autumn are 
emphasized by the practice on the part of a large number of farmers 
of retaining a great part of their autumnal receipts in their own 
hands rather than dejiositing them with their bankers. In conse¬ 
quence of this there is a heavy pressure on the part of the public 
to discount bills and meet the deficit in the supply of currency. 
The Soci^tfe de Credit cannot meet tliis pressure because of the 
decline in their deposits ; indeed, the total of their bills discounted 
is often at a minimum in llie winter months. Accordingly the 
demand is passed on to tlie Bank of France, whose portfolio 
shows a marked seasonal fluctuation, lising at the end of the year 
to a figure some £35 m. above its minimum point.” 

The seasonal changes in the demand for currency in England 
have been described by Mr. Withers and many other writers ; they 
are matters of common knowledge. The demand by the Govern¬ 
ment to pay its dividends, by householders to make quarterly 
rent 'payments, by business pople to sliow a good balance-sheet 
at the end of March and December (the dates to which most of their 
accounts are made up) and by the general/ public when making 
holiday or buying Christmas presents; ell tyese temiwrary changes 
M demand fall on the Bank of England and are met partly by with¬ 
drawals of cfjsh, but mainly by a simple expansion of the cheque 
currency. "By means of this system, emergency currency and 
credit are provided with extraordinary ease. It has grown auto¬ 
matically, commands complete confidence, and works with a per¬ 
fection that DO theoretically planned scheme can rival. If the supply 
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of money runs short, borrowers come to the Bank of England with 
securities of the kind it approves, and in the course of a few minutes' 
ccBjveisatipn with the principal of the discount office add a million 
or two to the basis of credit as expeditiously and easily as the ordinary 
citizen can buy a pair of gloves. The machine is a miracle of ease 
and efficiency.” “ The volume of cheque currency readily expanded 
in this way is as readily contracted when the need for it has p^sed, 
for the Bank charges a sufficiently high rate for additional supplies 
to ensure their early repayment when the pressure has declined to a 
normal level. It'scems clear, therefore, that the loan policy of the 
English banks is admirably adapted to meet these temporary 
expansions in the demand for currency and that no appreciable 
disturbance results from their occurrence. It must not be over¬ 
looked, however, that they arc in themselves causes tending to raise 
the purchasing power of the sovereign, and that if not met they 
would initiate an importation of gold and an increase of the central 
reserve which would be at least unnecessary and possibly a cause of 
further disturbance. 

It has been noticed that it is thd normal policy of the Joint- 
Stock banks to maintain a certain definite proportion between their 
lodgmtmts and their reserves. This policy is quite in harmony 
with the social interest when it is a question of meeting periodical 
expansions in the demand for money of the kind just described ; 
for if the additional supplies are not issued by the Joint-Stock banks 
they are obtained readily enough from the Bank of England. But, 
in the converse cas(\ when demand falls temiwrarily below the 
normal level, this policy appears to be less well adapted to the 
general interest and even to be in conflict with it. For the volume 
of currency issued by the Bank of England is so small a proportion 
of the whole that in times when business is temporarily slack the 
Bank cannot by a simple contraction of its loans easily reduce the 
volume of currency to the hwel required by the social need. At such 
times, therefore, the continuance by the Joint-Stock banks of their 
normal policy leads to their maintaining a volume of lodgments in 
excess of the public requirements ; the currency is inflated not by 
an increase of supply, but by a fall of demand ; and it inevitably 
follows that loan rates in the London market fall to a nominal 
level. These unduly low rates influence pi’ople at home by en¬ 
couraging speculative ketivity on the Stock and Produce markets, 
and so givi.ig a lijt to prices; they influence people abroad, for— 
foreign epuntr.'-; find it less profitable to lend here aijd more profit¬ 
able to borrow; these two effects reinforce qne another, with the 
result that the balance of indebtedness turns against England 
and gold tends to 'flow abroad. We may perhaps conclude, then, 
that the policy of the Joint-Stock banks is defective in so far as 
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titeir policy of regulating their issues by maintaining a certain fixed 
nnltiple of their reserves prevents the volume of currency from con¬ 
tracting in response to a temporary fall of demand, and consequently 
ncreases the difficulties of the Bank of England in protecting the 
lentral gold reserve. In reaching this conclusion we have arrived 
by a different route at the view expressed by Mr. Hartley Withers 
in his^book on The Meaning of Money. In his chapter on Bank 
Rate and Market Rate, Mr. Withers iwints out the evils resulting 
from the grant of loans at nominal rates, and suggests that in such 
circumstances llie banks should agri'e ujxui a comfiion policy which 
should define the minimum lati s at which tht y would lend, and 
would consequently reduce the total volume of their lo.iiis. ^ 

The Joint-Stock banks are managed by busiiusis men who 
administer the resources at their disposal on ordinary business 
principles. There are juactical reasons which tend to prevent 
any one bank from contracting its multii'le during ix'i'iods of 
temporary business slackness, for earh natur.ally endeavours 
within the limits of safety to maximize its individual profit, and 
it would not do so by a contiaction of its loans unaccompanied by 
a corresponding contraction on the part of the other banks. There 
are, similarly, practical reasons which tend to make each bank 
increase its multiple during tlu‘ more prolonged pi riods we have 
now to consider: the ptuiods of rising confidence which accom¬ 
pany, and indeed cause, an (xpausion of credit. It would be 
uiu'easonable to expect that a practical policy designed to maximize 
individual profits should in all circumstances lead the Joint-Stock 
banks to act in perfect harmony with the social interest and, indeed, 
in the circumstances which we aie considering it may be argued 
that it leads the banks to act in a manner which increases the 
difficulties of the Bank of England in protecting the interests of 
society as a whole. 

Let us assume, without inquiring into the cause, an improvement 
in the business outlook which results in a rise in the general level 
of confidence throughout tlie business community ; and let us 
endeavour to trace, first, the manner in which this change is magni¬ 
fied inits transmission through the monetary system, and, secondly, 
the manner in which the banks might employ their control over 
the cheque currency to react against its injnrio is social effects. 

The active principle determining the dcvci ipment of a business 
cycle seems to lie in the inherent instability of business confidence ; 
in its tendenev to rise or fall cumulatively ; in the -feet \ |ijt it lias 
a “ normal level ’’ onl^ in the sense that during the transition from 
moderate depression to moderate exhilaration the level of confi¬ 
dence is neither abnormally high nor abnormally Ibw. This principle 
is not an ultimatb cause ; it originates partly in the nature of the 
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industrial organization, partly in the nature of the monetary 
system. The organization of the typical producing group, which 
causes the entrepreneur to obtain a bounty from rising prices; 
the length of the interval between the Initiation of the production 
process and the delivery of the finished goods, which causes 
output to depend not on facts but on forecasts; the imperfect 
knowledge on the part of each producer of the activity of hiS rivals, 
which increases the uncertainty of these forecasts ; the p^nod of 
time required for the construction and wearing out of capital goods, 
which hampers the rapid adjustment of the appliances of produc¬ 
tion to the demand for their products; the close interrelation, 
financial and commercial, of all kinds of business activity—all these 
industrial conditions cause changes in business confidence to be 
cumulative ; and they are reinforced by accompanying changes in 
the volume of purchasing power. 

Let us, then, suppose that, in a period of general depression, 
there occurs a change which improves the business outlook in some 
particular trade, and so causes business men in that trade to be 
more confident that any goods the; may now begin to produce 
will be marketable at more profitable prices. Whether or no this 
confidence is justified, the increased activity in the trade concerned 
will be a real cause of increased confidence on the part of many 
other producers. For this increased activity will bi; propagated 
backwards, forwards and sideways ; it will increase the prospects 
of profitable sales for producers of its raw materials, for the trans¬ 
port and merchanting agencies wliich deal with its materials, and 
for the trades which supply the goods on which the larger earnings 
of its workpeople will be expended. Kach trade so affected will, 
in its turn, pass on and return the impulse. In this way rising 
prosperity and growing confidence in i-ach trade is a cause of rising 
prosperity and growing confidence in all others ; the influence is 
mutual and cumulative. The constructional trades, together with 
the producers of coal and iron, become exceptionally busy ; business 
activity increases generally, and productivity expands. 

This cumulative activity is reinforced by its effects on the 
monetary system. Increasing confidence inevitably encourages 
business men to extend the investment of resources in their under¬ 
takings in order to nke advantage of the more favourable business 
opportunities open tq them. It is likely, therefore, that they will 
bring into .active circulation that part of their money stock which 
they nqrmally- ilold as a reserve against contingencies ; investors, 
by releasing their accumulations, will further increase the quantity 
of money in active circulation ; merchants and speculators will 
buy goods for future delivery with bills of exchange or mere promises 
to pay, as they did with such powerful effects in 1919. Individual 
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of this kind results in the creation of an increased quantity 
of purchasing power which, being employed to hire more labour 
and to obtain more raw materials and finished goods initiates (or 
emphasizes) a rise of prices. • 

But rising prices, in the existing organization of society, grant 
a bounty to the employer, and consequently reinforce the rising 
level of confidence, and urge business men to obtain more capital 
in order to expand still further the scop<' of their activities. 
Capitalist- encouraged by the growing prosperity of trade and 
industry, aa- more willing than usual to lend ; Jnisiness men are 
more urgent than usual in their dtunands for resources. Capital 
flows readily into the liaTids of the company promotei to expand 
joint-stock enti'rprise of all descriptions, and tlii'ic sets in a 1. 'avy 
pressure on tiu' Joint-Stock banks for an extension of their 
loans. 

It would be an extraordinary thing if the banks alone, among 
business men, were unaffected by the general spirit of confidence, 
and if they were not inclined to feel that a proportion between 
lodgments and resr rves whiclj was safe in ordinary conditions was 
not rather more than safe in a period of increasing pros])erity. No 
doubt in the later stages of the upward movement t here are symptoms 
of approaching difficulties which they will not disregard, and no 
doubt c.autious bankits will throughout disciiminate against 
dubious securities of tlw nature of finance bills. But in the earlier 
stages the Joint-Stock banks have every inducement to expand 
their loans : they must feel it sah r than usual to do so ; they can 
lend against good security at unusually jirofitable rates of interest ; 
and they probably legard it as theii duty to mer t what they regard 
as the " legitimate demands " <jf business. 

But the banks can lend only '' Command over Capital ” ; they 
cannot increase the supply of food, raw materials, machinery and 
other real capital which is required. Every inen ase in their loans 
means an increase, not of real resources, but of control over tltese 
resources; it means a ddntiou of the currency, and involves a 
further fall in the purchasing powa r of the sovi n-ign or, in other 
words,- a further rise in the general li vel of prices and a yet further 
artificial stimulus to trade and industry. At such times, when the 
purchasing power of the community has already been increased by 
action on the part of the public, and rii^rj confidence has been 
reinforced by rising prices, it seems prob^tle that the true loan 
policy of the banks lies not in an expansion ti their loans, but 
rather in a contraction designed to counteract the effeec, of increased 
purchasing power or^the level of prices ; or, if such drastic action 
is impracticable, it would seem to be a policy w(fiich enabled them 
to lend in support of " legitimate " business, but to lend only at 
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rates so high as to take from business men the bounty conferred 
on them by rising prices. 

Professor Irving Eisher has shown that the mones rates of 
interest rtiarged by the banks at such times are below the rtal 
rates ; they are, therefore, much below the level at which they would 
destroy the bounty accruing to business men, for that bounty is 
derived in part from the working man as a result of the comparative 
fixity of wage rates. But the extent to which the English*Joint- 
Stock banks actually expand their loans during such periods is a 
matter rather of^inference than of statistical proof. The opinion 
of bankers, the evidence from foreign banking systems and the 
strong a priori considerations which have been indicated all point 
to tl»; conclusion, however, that their loans are considerably expanded 
during periods of increasing activity of business, and consequently 
that their policy, so far from counteracting the social disturbances 
due to a rising level of confidence, emphasizes these effects and 
increases the difficulties to be dealt with by the Bank of England. 

The rising prices, which arc in a large measure the cause of the 
feverish activity of business, carry wit jiin them the cause of its cure; 
for the falling value of the sovereign in this country works more 
and more strongly to encourage the export of gold and a withdrawal 
of legal tender money to carry through the larger volume of wage 
and retail payments. But before this tendency has shown itself 
strongly in an internal or external pressure upon the banks’ reserves, 
or, at any rate, before the Bank of England can react effectively 
against the rising prices by reducing the volume' of the currency, the 
normal adjustments of trade and industry may have become 
seriously disturbed. The great case with which large profits can be 
made during periods of rising prices leads almost inevitably to a 
reckless use of resources: many businesses, particularly those manu¬ 
facturing durable, plant, will have expanded their productive ca¬ 
pacity and their output in response to a rise of demand which cannot 
be sustained ; the public will have subscribed much capital, and 
undertaken to subscribe more, for the formation of new Joint-Stock 
companies, many of which will yield a profit only to the promoter ; 
speculators will have driven the prices in many markets to extreme 
levels, and by carrying stocks with the aid of borrowed money and 
promises to pay will have weakened the power of the market to meet 
any decline of valued The principal financial asp)ects of this con¬ 
dition will be the ^eat extension of mutual indebtedness and a 
level of prices ^normally high. When, in those circumstances, 
confidence kf'weakened, either by industrial or fifiancial causes, 
and bankers begin to restrict their loans, prices cease to rise and 
conficlence in the, immediate business outlook inevitably declines 
further. Business men, following the lead of the bankers, endeavour 
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to strengthen their position by increasing their stocks of money; 
the pressure to sell increases, while the pressure to buy falls off; 
prices fall and confidence declines more rapidly; there sets in a 
heavy demand on the banks for the addition^ supplies of fnoney \fy 
means of which outstanding liabilities may be met—a demand which, 
if unsatisfied, may become a panic demand and precipitate a crisis. 

At such times of rapidly declining confidence, when the public 
need far currency as a reserve against contingencies and also per¬ 
haps to meet an increased volume of current transactions is excep¬ 
tionally hea ,'y and urgent, there is naturally a strong tendency on 
the part of each individual Joint-Stock bank to strengthen its position 
by contracting its loans, and by so doing to contract also the supply 
of cheque currency. It is now generally recognized, howcvcr,*that 
if each individual bank endeavours to protect itself in this way, each 
is merely increasing the pressure falling on all ; that at such times 
the banking system, being based on public confidence, is threatened 
as a whole ; and that this confidence must be maintained by col¬ 
lective action. In recent periods of strain, therefore, joint action 
by the large banks has restrained the tendency of individual institu¬ 
tions to call in their loans and so decrease the volume of the currency. 
This action has been effective in so far as it has succeeded in prevent¬ 
ing crises, but it has probably not been effective in inducing each 
in^vidual bank to assume its fair share of resixinsibility. It has 
shifted on to the Bank of England the duty not only of meeting the 
additional currency needs, but also of meeting the deficit caused by 
contraction on the part of others. 

The argument of this chapter is an attempt to examine the 
actual loan policy of the banking system based on an effective 
gold standard and to indicate any modifications which arc desir¬ 
able in the social interest; the conclusions to which it points 
are these. The ideal policy, it is assumed, is one. by which the 
banks would react effectively against temporary causes tending 
to disturb the purchasing powi r of the sovereign. Those causes 
which arise from fluctuations in the external demand for gold are 
dealt with by variations in the Bank rate; but they are pro¬ 
ductive of minor disturbances in the Money Market which could be 
lessened if the Bank rate were more effective and the central reserve 
larger. Those causes which originate in such conditions as a 
seasonal expansion of the home demand for currency are met quickly 
and easily by the Bank of England ; but th^se proceeding from a 
temporary diecline of demand produce minor cv&,\y^ich could be 
reduced hy collective action on the part of the JoinPcfocle banks. 
By far the most serious causes are those associated with the ettpan- 
sion of purchasing power accompanying and, reinforcing those 
changes in the level of confidence which are responsible for cyclical 



176 THE ENGLISH, CAPrrlL MARKET , i' 

fluctuations. It would appear that the present policy ol the Joint- 
Stock banks reinforces the upward movement of prices, but that it 
would be within their-power, and very greatly to the social advan- 
tige, for them to employ their control over the cheque currency to 
react against the expansion of purchasing power and modify if not 
destroy the artificial stimulus which it gives to business activity. 

It may be objected that, as Dr. Marshall states, " almost every 
recent wave of high or low commercial activity has spread, pot very 
unevenly, over all countries in which large scale capitalistic produc¬ 
tion has prevaile(l,” ** and consequently that the power of the banking 
system in any single country to moderate their intensity is rather 
more limited than has been assumed. This argument may show 
that a universal disturbance can be fully met only by universal 
action : but it does not weaken the case for each country doing what 
it can to redua, the share of the genenrt evil borne by itself. Past 
experience in this country shows clearly that banking policy can 
materially reduce the seveiity of business cycles, and post-war 
experience, so far as it is relevant, seems to confirm the effectiveness 
of individual action in the control of price levels. 

It may further be objected that if the banks took stronger action 
to restrain the upward movement of prices during the earlier stages 
of a business cycle, they would ndard the growth of business, the 
expansion of profits and the rajiid development of the capital equip¬ 
ment of the country which occur during these periods. It is nc 
doubt true that a partial removal of tin- artificial stimulus of rising 
prices would rednee the rate at which production expanded; but 
it would also reduce the wasteful application of resources, the 
intensity of crises and the volume of unemployment which accom¬ 
panies the subsequent pr-riod of depression. This objection maj 
then be met. It does not affect the substance of the argument 
but it indicates the extreme complexity of the problem, and show; 
that the degree in which the loan jmlicy of the banks might advan 
tageously be modified depends on a valuation of all the good ant 
evil involved in a trade cycle. 



CHAPTER XXVII 








THE BANKING SYSTEM; CONCLUSIONS 

A lthough the Inndanionlal services of the English Joint- 
Stock banks are quite simple in character, their examina¬ 
tion has given rise to a variety of spc'cial probli’ms each one 
of which it has been necessary to discuss from its own ap¬ 
propriate point of view under penalty of losing touch with ordinary 
business language and ideas. In the course of these siX'd.al dis¬ 
cussions it has been dithcult to [iieseivi' the unilv of the main 
argument; hence it si'cms worth while, even at the cost of con¬ 
siderable repetition, to rdiace the main lines of this argument in 
order to bring into closer relation with one another the main con¬ 
clusions which have been reached. 

The principal difficulty in understanding the operations of the 
English system seems to arise from lh(‘ circumstance that the system 
is carrying out, at the sam,' time and in intimate connexmii with 
one another, two operations which are fundamentally distinct in 
character. The transfer of money and the manufacture of money— 
in other words, the Transixnl of Capital and the Supply of a Currency 
—are operations which arc diffen ut in nature, an influenced in their 
development by diffen-nt conditions and are to be judged by 
different standards. In these circumstances it see ms impossible 
to form any clear conception of tin: work done by the system except 
by a separate examination of the two services it supplies. 

The service of trans]x)rting capital (or more properly Command 
over Capital) is in isscntials indejxndcnt of the nature of the 
currency and could be quite wi ll disalt with on the supposition 
that.the money stock consisted only of gold pieces—could be 
dealt with, that is to say, without reference to the fact that the 
banking S5rstem also undertakes the rnariufacture of cheque 
currency. In view, however, of the fact th< t the use of a cheque 
currency contributes directly to the effic < ncy of the work of 
transporting capital by enabling the banks to transh r resources 
from point to point cheaply and rapidly, it has beell mdte con¬ 
venient to adhere to«ctual conditions, in which he cheque (prms 
the principal means of payment. But in order to isolate the 
service of transporting capital it was necessary to eliminate that 

It 
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part of the banks' work which is concerned with variations m tlie 
volume of the cheque currency and in the volume of payments 
it required to effect, and proceed on the assumption that the 
amount of'cheque currency supplied was just that amount required 
to enable people to effect the current volume of payments at the 
normal level of prices. 

That being assumed, the economies introduced by this part 
of the banks’ work were measured by a simple standard : namely, 
the effect of their operations in increasing the earning capacity 
Of capital. Their.opcrations contain three economies. 

In the first place, they increase the supply of capital by collect¬ 
ing lodgments from the public, partly in exchange for a rate of 
interest, partly in exchange for cheque-making facilities ; secondly, 
by compounding these lodgments with their own capital and 
reserve funds, they convert a large number of small quantities 
and short lengths of capital, individually ineffective, into an aggre¬ 
gate available for productive employnu ut ; finally by a continuous 
redistribution of this capital among the jxiints of highest yield 
they maximize its earning capacity. 

The volume of their work and the efficiency with which it is 
discharged depend partly on external conditions, partly on the 
character of the banking system itself. The normal level of their 
lodgments is evidently determined by the size of that part of their 
resources which the public lodge with them on deposit account 
by way of a readily available investment and by that further 
part which they lodge on current account in exchange for cheque¬ 
making facilities. Such influences as an increase in the wedth 
of the people or an increase in the volume of payments effected 
by cheques tends, therefore, to increase the total volume of lodg¬ 
ments ; while such influences as the development of stock exchange 
securities and other alternative methoils of investing resources 
and providing reserves against contingencies tend to check the 
growth of lodgments. The principal influences due to the nature 
of the banking system are the scope of the branch bank organiza¬ 
tion, the centralized character of the system and, most important 
of all, the great reputation and strength of the individual banks. 
For on these considerations depend, first, the willingness of the 
public to entrust the banks with a large part of their resources! 
secondly, the fraction of this amount which must be held in the 
form of reserves, and'hence, finally, the portion of these resources 
which the banks can make available for productive employment. 
In iqii th?'banks owed the public some £840 m,, and increased 
the productive efficiency of these resources by an amount in the 
neighbourhood of £20 m. a year. 

We have summarized the economies resulting from the banks’ 
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work of transporting capital in the light of the fact that the money 
stock of the community consists mainly of cheque currency, and 
on the assumption that the amount of this currency was propwly 
adjusted to the demand for it. Let us for a moment retain this 
^assumption and add the further economy arising from the service 
performed by the banks in supplying cheque-making facilities in 
exchange for the use of rreources lodged by tlie public on current 
account. It is impossible to evaluate this further economy in 
terms of money, be' it is clear that the work done by the banks 
in substituting for altii' ative forms of motley the extremely 
convenient cheque currency appreciably facilitates the economical 
dispatch <rf business, especially by its effects in enabling ^istant 
payments of large and irregular amounts to lx; made with ease and 
safety. 

These economies Ix’ing added togiUher in this way, the aggregate 
constitutes the principal normal l eoiiomies of the Ifnglish banking 
system: that is to say, the eotjnomies yielded by the system in 
equilibrium—the economies whicli would appear if the more 
persistent influences govereing banking operations were allowed 
to work out their full effects witiumt interference. In this con¬ 
dition of equilibrium banking operations are very simph.'. The 
banks arc middlemen ; on the one hand, borrowing capital, cither 
for an interest payment or lor services rendered, and, on the other 
hand, carrying this capital into the hands of those who bid the 
highest net rate for its usi'. The jiublic lodge w'ith them Command 
over Capital, a control over a specific fraction of the productive 
resources of the community, and this fraction, plus their own 
resources and minus their reserves, governs absolutely the volume 
of their loans. 

This simple picture is radically transformed, however, when 
we abandon the assumption made hitherto and take account of 
the influences which are constantly tending to disturb this equili¬ 
brium : namely, the changing demand for cheque currency and 
the fact that the banks have the power to vary the volume of 
this currency at will by varying the volume of their loans. The 
introduction of this new set of conditions requires us to judge 
the operations of the banking system by another quite different 
standard—the degree of success which th', banks attain in so 
adjusting the volume of their loans as to approximate a.' closely 
as possible to the equilibrium which has beiii described. 

In approacliing this question we provisionally deflfle l,jie ideal 
to be attained"'as an adjustment in which the value of the unit 
of currency, the sdbereign, is maintained at a constant level. 
The most effective method of attaining this ‘deal is, no doubt, 
the adopAion of a tabular standard of value with machinery for 
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maintaining the value of the unit of currency in conformity with 
it. If, however, so radical a change is practically unattainable, 
it k necessary to consider what other methods may be employed 
in existing conditions to attain the same end. 

An alternative method is one by which the banks would de¬ 
liberately employ their control over the cheque currency in order 
to adjust the total supply of purchasing power more closely to 
the volume of money work and so diminish the fluctuations in the 
purchasing power of the sovereign. This they already do ; for 
the policy adopted hy the Bank of England is perfectly harmonious 
with the attainment of this object. But it is suggested that they 
might^do more : a more conservative loan policy during periods 
of growing business activity would diminish the severity of 
business cycles ; a joint restriction of loans when money is unduly 
"cheap,” owing to a transient decline in demand, would reduce 
the disturbances due to temporary inflation ; while a larger central 
reserve and a closer connexion bctwc'en Bank and Market rates 
would diminish price fluctuation in the Stock and Produce Ex¬ 
changes and the risks of borrowers ard lenders in the short loan 
market. 

This second service of the banking system is then to be judged 
partly by the technical efficiency of the currency with which it 
supplies the public, partly by the manner in which it exercises 
its control over the volume of this currency in order to lessen the 
effect of influences tending to change the home value of the 
sovereign. 

Granted, what appears to bo true, that the banks arc in effective 
competition with one another, there is evidently nothing in the 
nature of the work of transpoiting capital which necessarily 
involves the earning of abnormal profits. The same conclusion 
appears to be true with regard to the supply of a cheque currency ; 
lor the conditions of supply are such as to enable a fair bargain 
to be struck between the banker and his customer. But although 
it appears quite possible for those two services to be supplied at 
prices corresponding to costs of production, it seems, nevertheless, 
to be true that in actrial conditions imperfect bargaining between 
banker and customer leads to their being supplied in part at prices 
which yield the bankf a rate of profit rather above the necessary 
level. 

It is not to be supposed for a moment that bankers administer 
separately, ^r even consider separately, the two services which 
they supply; they deal with the matter as a whole* If, therefore, 
theory is to follow and explain practice soifie attempt must be 
made to bring the influences affecting those two services into unity. 
They may be unified in terms of loan policy; for whether a bank 
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is transferring resources or providing a currency, it is engaged in 
supplying Command over Capital. 

With that aspect of the banks' loan policy which determines 
the manner in which a given quantity of resources is distributed 
among its various employments, we are not now closely concerned. 
The work calls, no doubt, for judgment, caution and an intimate 
knowledge both of the nature of the borrower and of the quality 
of the security lie offers ; but it raises no particular difficulty of 
theory. The polity is only a refined application of the general 
principle on which «m: ' biisiiuss man disl.ibutcs his capital 
among its various uses (pp. 30-1). Experience of what is safe and 
profitable is embodied in a jxilicy of maintaining, normally, a certain 
definite fraction of totrd lodgments in each of various kfnds of 
reserve. When, however, we turn to consider b.inking policy in 
relation to changes in the aggregate volume of loans, the matter 
becomes more complicated ; for this volume is governed partly 
by the influences affecting the transfer of capital, partly by the 
influences affecting the supply of currency ; and it is not always 
easy to disentangle and intepret their effects. 

Neglecting the paid-up capital and reserves of the banks, there 
are two fundamental influences determining the amount of Command 
over Capital which they can sujiply. The first arises from the 
general conditions which determine the quantity of real resources 
which the public are prepared to transfer to the control of the 
banks. In England they so transfer, jiarlly by way of a convenient 
investment, partly in exchange for cheque-making facilities, a 
control over about one-fifteenth of the total wealth of the country. 
The second influence is that go'eining the money value of these 
resources ; the larger the total slock of gold and other legal tender 
money, the larger are the figures representing the resources trans¬ 
ferred to borrowers. Changes in the wealth and habits of the 
people, and persistent changes in the annual supplies of gold, 
gradually change, therefore, the volume of bank loans. During 
the war, of course, an emergency banking policy and a great 
increase in legal tender money have greatly and rapidly altered 
the money value of the resources the banks control. 

But while in the long run the volume of bank loans is determined 
mainly by the will of the public and the output of the mines, during 
shorter periods of time it is governed to an important extent by 
the will of the banks themselves During,the upward course of a 
business cycle the banks expand their loans ; they transfer to 
borrowers a control over resources greater tlian that lodged with 
them by the publlt. For, by creating Command over Capital, 
they lower the purchasing power of each unif of currency in the 
hands of the public and, in effect, make a forced levy on the 
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community for the benefit of those who borrow from them. But with 
an effective gold standard this exj)ansion of the currency, in so far 
as it is in excess of the money requirements of the community, can 
be maintained only temporarily. It ultimately leads to a drain 
upon the central reserve which compels a contraction of loans. 

Transient fluctuations in the supply of Command over Capital 
are naturally expressed in the form of transient changes in that 
part of the banks’ loans which are readily recoverable; th(^ are 
concentrated mainly on the short-loan market. The volume of 
these loans is governed by the quantity of resources which the 
public choose to lodge with the banks, by the proportion of those 
resources which the banks find it advisable to lend for short periods, 
and bj' the incessant minor changes whose impact is absorbed by 
changes in the volume of short-loan money. These changes arise 
in part from such causes as the temporary " lock up ” of funds due 
to payment of calls on new issues, and the desire of the banks to 
show large reserves in their half-yearly balance sheets. But they 
originate mainly in influences which affect the loan policy of the 
Bank of England, and consequently tljp basis on which the loans 
of the Joint-Stock banks rest. Such influences arc variations in 
the financial outlook, in particular the movement of gold to and 
from the country ; the seasonal expansion of the Bank’s loans in 
response to increased demands for currency ; the transfer of tax 
receipts to Public Deposits, and their release in payment of dividends. 
These influences have been overshadowed during the war by the 
policy governing the issue of Treasury notes. They arc likely to 
be dominated for many years to come by the exigencies of public 
finance : by variations in the volume of State borrowing from the 
market and especially in the pressure of the State demands upon 
the Bank of England. These variations in the supply of Command 
over Capital cause fluctuations in prices and alternations in business 
activity which are closely similar in nature to those arising from 
the more persistent and general changes which have been discussed. 
But their influence is both temporary and local. They operate 
in a world which is, as it were, a model of the wider market, reduced 
in time and space. 
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THE MARKET FOR STOCK EXCHANGE SECURITIES 
New Securities 

I T was noticed on pages i22-.j that the market for Stock 
Exchange securities is separable into two distinct but* inter¬ 
dependent parts : tlie one, dealing with the marketing of new 
secinitics, facilitates the transfer of nr w capital from capitalists 
to entrepreneurs and other parties ; the other, dealing with the 
marketing of old securities, facilitates the transfer within the group 
of capitalists of the titles to the capital outstanding in the hands 
of these entrepreneurs and other parties , together, the two parts 
lower the price at which capital is supplied to those who bid for its 
use. It is with the first part of this organization that we are now 
concerned. 

This market is composed of the whole of the organization engaged 
in the creation and sale of new negotiable securities ; using that 
term to include transferable titles to projierty such as shares and 
stocks, and transferable evidences of indebtedness such as de¬ 
bentures, bonds, and municipal and Treasury bills, but excluding 
the bills of exchange whoso market is formetl mainly by the banks 
and the bill-brokers. 

In Germany the sale of these securities is undertaken mainly 
by the banks ; in France it is dealt with to a considerable extent 
by the Haute Banque, the great Credit Societies and local bankers. 
In England, however, it is broadly true that only the better classes 
of securities are marketed by specialized institutions of this kind. 
Here the marketing organization is, as a whole, much less definite 
in form ; it includes a wide range of agencies extending from the 
small group of firms of high reputation who specialize in this work, 
down to the innumerable little ad hoc promoting groups, in London 
and throughout the Provinces. 

Foremost in this organization are the Issuing Houses proper, 
composed of higlily reputable firms liko Rothschild, Schroeder 
or &ligmann, whose main work lies in marketing siich securities 
as those of foreign (fovemments and railways. It is, perhaps, possible 
to distinguish as a second and separate group ahiumber of Trust and 
Finance Companies and of small fcms sometimes described as Issuing 
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Houses, the distinction being made on the ground that they an 
permanently engaged in financial operations, and that, having a 
refutation to lose, they give the public some measure of assurance 
of the worth of their issues. Finally, comes that part of the 
organization by means of which the great bulk of joint-stock com¬ 
panies are floated; namely, the epliemcral promoting groups, 
usually specially formed for the purpose of selling a venture to 
the public, and dissolved when that purpose has been carriedaJUt. 

These three groups may perhaps be regarded as forming the 
centre of the market organization ; but work similar to theirs is 
undertaken by other parties. Municipalities may assume the 
responsibility of selling their own stocks either lo<^ly or on the 
London market; railways may act in a similar way; while joint- 
stock companies of all descriptions may themselves undertake to 
sell additional issues of their shares or debentures by offering them 
to their shareholders, by advertising them in the local press or by 
employing agents to place them among the public. American 
industrial securities used even to be hawked from door to door in 
this country, and a similar practice obtained a short while ago 
in Germany. 

These are the parties who assume the responsibility for the work 
of issue : associated with them are others who specialize in some 
part of it. Th(^ more important of these arc the underwriters, 
among whom are included many of the banks, the Trust and Finance 
Companies, Insuranca' companies and financiers of all descriptions; 
the brokers, who lend their names to the prospectuses, assign the 
underwriting on payment of an “ overriding " commission, carry 
through many of the technical formalitirs and open up a market 
among their clients ; the bankers who receive subscriptions from 
the public and issue securities in exchange ; and the advertisement 
houses whose specialized machinery may cn.ablc them in some 
cases to distribute a million prosix;ctuses in a day among a selected 
public,** together with the experts who draft an attractive pros¬ 
pectus and arrange for advertisement and notices in that part 
of the financial and general press which is appropriate to the 
particular issue. 

Specialization is naturally carried further in London than else¬ 
where ; but marketing organization more or less developed in 
character extends all over the country. Although indefinite in 
form, it is immensely powerful in action. Its principal device 
..consists in expressing f.ie demand for capital arising from public 
bodier a«d business undertakings in the form of a very large number 
of negotiable titles such as ordinary and prtfercnce shares and 
debenture stock, these securities being adapted both in amount 
and in the degree of risk concentrated upon them to the needs of 
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«D cusses of invKtors (cf. p. 8o). This device, together with the 
legal invention of limited liability and the work of the Stock 
Exchanges, enables the organization to collect annually from t?» 
public an immense number of small portions of capital, to add 
together innumerable short lengths and small quantities, and to 
place vast supplies at the disposal of States, Municipalities and 
business enterprises of all descriptions at home and abroad. M. 
Neymorck’s ^ figures for the aggregate anniial issues of the twenty- 
nine principal mail 'ts of tlie world show the volume of capital 
annu^ly obtained by tic- nnans and the nati.re of the bodies to 
whom it was supplied. 


1904 .. 

Annual Issues (World) 

L m. 

57 f» 

1905 • • 


764 

1906 .. 


1060 

1907 .. 


612 

1908 .. 


848 


Total (five years), ,(3860 m. Annual Average, m. 


Issues 19)7 and 1908 (World) 



1907. 

1908. 


Per cent. 

Per cent. 

Loans of States, Provinces, and Towns 

3589 

3417 

Establishments of Credit 

9*93 

647 

Railways and Industrials 

5^72 

5780 

Conversions 

1 4 ^> 

*' 5 ^ 


1000 i<>oo 

Tliis method of expressing deinanil in the form of negotiable 
securities gives the maiket peculiar facilities for supplying capital 
to foreign countries ; for, with the growth of knowledge and con¬ 
fidence, the bonds of an American railway or of a European State 
can be sold in London almost as readily .as home securities of a 
corresponding character. It is true that neither the German 
market nor, until recent years, the United States market, has 
done much work in financing foreign countries ; but this is because 
their capital has been needed mainly fur home development. The 
French and English markets, however, give ample evidence of the 
effect of the invention of the negotiable security in promo’ing the 
international mobiUty of capital. It is estimated that i i 1908 “ 
the total of French Valours Mobilieies was very nearly 1^3000 m., 
of which some 10 per cent was held by tareigners ; while French 
holdings of foreign securities amounted to about oife-ha!' jf this 
figure. By meanw of the Valeur Mobilidre, therefore, France had 
borrowed from abroad to the extent of soifte £300 m. and had 
lent to foreign countries no less than £1500 m. The English, or 
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wbat is practically the same thing for this purpose, the LoMoh 
market is even more important as a source from which foreign 
oountries draw their supplies of capital. In 1909 Sir George Paish 
made an estimate of the total,foreign investments of the United 
Kingdom in 1907-8; this estimate is given in a compressed 
form below 


Government Loans and Municipal Stocks .. 

Railways. 

Banks and Fiijance Companies 
Canal, Docks, Electric Light and Power, Gas, Tele¬ 
graphs and Telephones, Tramways, Watenvorks 

Mines . 

•Breweries and Distilleries, Nitrate, Oil, Rubber, Tea, 

and Coffee. 

Commercial and Industrial, etc. . 


I m. 

75f 

1199 

141 

loS 

>43 

69 

78 

m.“ 


It is not worth while to make any statistical comparison between 
the volume of capital supplied through the market for negotiable 
securities and the amount supplied through the banks and mortgage 
agencies, or between the volume of capital supplied to foreign 
countries by this market and that supplied by other parts of the 
market machinery, ft is sufficiently evident from the figures 
already quoted and from common knowledge that the negotiable 
securities market is the most powerful single agency for collecting 
capital, and that it is much the most effective part of the market for 
dealing with the supply of capital to foreign countries. 

There is, however, one further point of general interest; namely, 
the question of the comparative efficiency of the negotiable security 
as a means of supplying capital to different classes of borrowers. 
Is it as effective in drawing capital into ordinary business under¬ 
takings as into the hands of such public or semi-public bodies as 
States, municipalities and railways ? This question of the suit¬ 
ability of the negotiable security as a means of meeting the home 
industrial demand for capital must be discussed in connexion with 
the machinery of the market (Chapter XXXIII, csp. pp. 218-9) I 8t 
the moment it is sufficient to notice that more than two-thirds of 
our foreign investments consist of the securities of public bodies 
and railways. 

The invention of the negotiable security and the rapid develop- 
■ ment of its markets dubing the nineteenth century have produced 
effectvwjtomparable in importance and similar in kind to those 
arising from the corresponding growth of railways and steamships. 
The development of more efficient means of transport has immensely 
inaeased the mobility of goods and consequently extended the 
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:i0iljge- within Which they can be marketed. By so doing it har 
made it more easy for individual factories and industries to settle 
in the districts of greatest natural advantage, thereby giving scope 
for increased specialiaition, international and nation^, and a great 
expansion in the scale of production of the individual factory or 
industry. The negotiable security has produced similar effects. 

It has increased the mobility of capital directly by making possible 
the cclJection into large aggregates of many thousands of small 
quantities of capita! ■. ulividually ineffective; and it has increased 
it indirectly by providuig *oek an<l share hokkrs with a security 
which can be very n adily cliarged in stipport of demands for loans 
from a banker or otbet party, fn these two ways it has led to 
increased specialization in the functions of suj)plying capital and 
employing it ; for, on tiie one liand, it has enabled the capitalist, 
who has no ability or inclination for management, to make a 
profitable investment of bis resources, tliereby increasing the 
quantity of capital coming forward ; and. on the otlier hand, it 
has enabled business men without resources to obtain the capital 
they require, tlu reby increasing the quantity of managing ability 
available for production. In other words, it has enabled the com¬ 
munity to specialize in llte separate production of capital and 
business ability. 

The effects of the market in increasing the available supply 
of business men and in eiiabiiag immense qu.'intities of capital 
to be concentrated under ,i single eonlrnl has naturally emphasized 
the influence of the general lendeneies h ading (o large scale under¬ 
takings and enormously increasid iiroduetivity. The full social 
effects of the negotiable security havi! yi t to be disclosed. It is 
clear that its invention has greatly increased the financial power of 
the State and that, in conjunction with the joint-stock company 
form of organization, it has made possible the construction of 
immense productive works, the growth of powerful financial institu¬ 
tions, such as banks and Insurance (ompanics, whose efficiency 
depends largely on thiir size and the undertaking of risky develop¬ 
mental work throughout the world. By means of the holding 
company and similar forms of organization it has often placed 
immense powers in the bands of business men. enabling them to 
obtain a partial monopoly in important branches of honre pro¬ 
duction, to exercise concealed but extensive control . zer the 
industries of other countries,and by further combination to 
extend their influence ; o far as to obtain i predominating influence, 
over the world’s supplies of important commodities. A>rd yet, in 
opposition to its effects in facilitating concentration of control, 
the negotiable |security is simultaneously facilitating a wide diffu¬ 
sion of the owneiship of property. The ownership of State and 
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municipal debis, railways and a vast number of undertakings of all 
descriptions, of a total value in 1908 of some £20,000 m.”, is dis- 
tfibuted in small portions among a multitude of holders throughout 
the world. The effects of this diffused ownership in consolidating 
the interests of nations and of individuals within each nation, and 
of lessening the social consequences of monopolistic control, have 
yet to be clearly seen. 



CHAPTER XXIX 


NEW SECURITIES; THE CHARACTERISTICS OF THE 
MARKET 

W ITH tliis brief review of tlx' constitution and general 
features of the market, we now turn to consider.more 
closely the nature <jf its work, the standard by which 
its efficiency is to be judged and the conditions on 
which that efficiency depends. 

The discussion dealing with the banks and with Trade Credit 
is complicated by the fact that the operations of those parts of 
the market include not only the transport of ca[)it;d but also the 
creation of purchasing powir. That conijilication does not now 
arise. The market for new negotiable securities is as simple in its 
essential function as the railway which carries goods from points 
of plenty to points of most urgent demand. It lies between the 
group of capitalists in possession of available resources and the 
group of entrepreneurs and other parties in need of these resources ; 
its function is to carry capital—or, rather. Command over Capital— 
from one group to the other ; and the standard by which its work 
is to be judged is that of its efficiency in facilitating the movement 
of capital to the points of highest net yield. 

This manner of expressing the standard in which the efficiency 
of a market agency may be judged is convenient enough in deal¬ 
ing with agencies whose work lies mainly on the sidi' of Supply. 
But we need now to translate this standard into terms appropriate 
to a different point of view ; for the work iff this market lies mainly 
on the side of Demand (cf. pp. 103,12.;). It is its business to formu¬ 
late the social need for capital into an effective market demand, and 
by so doing to facilitate the flow of capital to the points of higticst 
net yield. What are the essential conditions which must be satisfied 
if this ideal is to be attained ? 

The sources of demand for capital ard of course very varied 
and numerous ; they may be represented 'yy promisc:s issued by a 
State, a municipality, a railway or an ordinary business er-terprise; 
or they may be represented by a share in the earnings of some 
undertaking ; but whether they take the forni*of a promise to pay 
or of a share in profits, they represent prospective yield. It is the 

■69 
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business of the market to select the sources of highest yield, 'to 
capitalise these in the form of stocks and shares and to s^ these 
Sfcurities to the public. If this operation is to be carried out in 
accordance \vith the social interest, if it is to facilitate the movement 
of capital to the points of highest yield, it is clear that, subject to 
minor qualifications, two main conditions must be satisfied. In 
the first place, the source of earning power must be rightly formu¬ 
lated in order that it may exert its appropriate attractive^ power 
upon the available supply of capital; in more practical language, 
the property must be serld to the public at a price corresponding as 
nearly as possible to the capitalized value of its prospective net 
yield ; it must bo sold at its Investment Value (cf. p. 2z6). In 
the SiCond place, the work of marki'ting securities must be carried 
out as economically as possible. These are the two main criteria 
by which the efficiency of this market may be judged. 

Before passing on to consider how far in fact the marketing 
of securities is carried out in conformity with the social interest, 
we may touch in a preliminary way on the t('ndencies to diverge 
from this ideal which arise from [recnliarities in the nature of the 
market, and on the methods by which ilu se tendencies are checked. 
From a consideration of these peculiarities may be drawn certain 
general inferences whose truth can subsequently be tested by 
reference to actual marketing operations. 

It can hardly be doubted that the dominating characteristic 
of the markets for negotiable securities—that which colours most 
of their incidents—ties in the fact that the value of the security, 
the commodity in which they deal, deixmds upon a set of present 
and future circumstances so complex that an acc\iratc estimate 
can be made only in the light of expert knowledge. If, as in the 
wholesale markets for sugar or coffi'c,*® buyers and sellers were 
usually equally expert, this {xculiarity would pr'rhaps have no 
great significance ; but in fact this is not so, for those whose business 
it is to sell securities are often in direct contact with an unskilled 
investing and s|X'culating public. Sellers have a more intimate 
knowledge of the commodity in which they deal than buyers, 
and this superior bargaining knowledge gives wide scope for de¬ 
ception. In the market for new securities this condition enables 
the company promoter to sell worthless securities to the public; 
in that for old securities, the Stock Exchange, it enables the specu¬ 
lator with inside knowledge to draw abnormal profits by dealing 
with investors less well informed than himsedf. 

Farther, it may be repeated that while the profits of a bank 
or a Trust company are directly dependent upon the wise applica¬ 
tion of the public capital which they control, the profits of the 
intermediaries in the securities market depend upon the difierence 
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the price at which they buy from the vendors and the 
pnce at which they sell to the public; broadly speaking, their 
self-interest is bound up with the real earning power of the property,, 
they sell only in so far as they have a reputation to lose, only in so 
far as their reputation and therefore their power to Wke future 
profits is dependent on their honest dealing. 

Finally, the opportunities for profitable deception are increased 
by the nature of tlie public, by th(‘ fact that advertisement, sug¬ 
gestion’and more dubioiis methods may be effectively employed 
to excite the spccul.ii'v tendencies of the investor and to en¬ 
courage optimistic (Stimal s wliirli enable securities to be sold at 
prices far above the value of the pi rperty they repri sont. These 
conditions give little a-'Siirance that eapilal will flow into its most 
profitable uses ; on the contrary, thev inevitably give rise to strong 
tendencies for capital to flow into the jioekets of irroinoters or to be 
dissipated in the heavy expenses necessary for effe( tivi' deception. 

This view of the market is, howi ver. far too gloomy ; for not 
only are the opportunities for deie|ilion lirnitid by the nature of 
the securities sold, but they are also limited by di'viees of organiza¬ 
tion and of the law. 

When a new issue consists of the stocks of a reputable State 
or the well-secured bonds of a sound American railway, public 
knowledge of the reputation of the borrower, or of the prospects 
of the undertaking, may be suflicient to yield a fair estimate of 
their true value ; bargaining knowledge is fairly equal, and the 
marketing agency cannot obtain excessive profits at the expense 
of the public. It haiqx’iis, too, that tlie natural safeguard accom¬ 
panying the sale of these securities is siqrplemented by a further 
safeguard arising from the circumstance that their sale is frequently 
effected by first-class firms whose reputation and jrrofit are de¬ 
pendent on fair dealings. In the mnltitndr- of securities of more 
dubious value where th(> safeguard of public knowledge does not 
exist, the protection of such rniddlernen is in gener.al also lack¬ 
ing, so that the principal limitation to deception lies in the 
advisory organization of the market—the investment broker and 
the financial press—and in the legal enactments devised to secure 
the publication of essential particulars necessary to form a sound 
Judgment of the securities in question. 

These considerations with regard to the general character¬ 
istics of the market lead then to the following provisional con¬ 
clusions : that owing to the very great complexity of the causes 
determining the value of the new security,’it is very ftifficuH and 
often impossible for any accurate estimate of it > idiue to be formed 
by the public; that in the sale of high-class securities the ’differ¬ 
ence of bargaining knowledge between buyer and seller is much 
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less marked and the public are sometimes further protected by the 
high reputation of the middlemen ; but that in the more obscure 
kinds of securities the scope for deception is large, the tendency 
M deception little restricted by the organization of the market and 
the limitatiA of deception consequently dependent mainly upon 
the provisions of the law and the growth among the speculating 
and investing public of a firmer recognition of the realities of the 
situation. 



CHAPTER XXX 


NEW SECUUITIES; THE SALE OF HIGH-CLASS 
SECURITIES 

I T was auggi’stod in ilio previous cliapter that th(‘ efficiency of 
the market differeil widely in di aling, on the one hand, with 
securities whose earning power could be estimated reasonably 
well by the public, and, on the other hand, with more obscure 
secuftt:»s whose earning capacity was either unproved or unknown 
to the investor. There is no natural line of cleavage dividing 
securities into these two classes; they form a continuous series 
ranging from the stocks of a lirst-class State to the shares of a small 
company formed, pi rhaps, to exploit tin* doubtful possibilities of an 
invention or an undeveloped jiroperty abroad. Modes of thought 
and language are still inadeipiate to enable us to deal with such a 
series as a whole. Yet the distinction Ixdween securities of which 
the buyer has knowledge and securities of wliicli he has substan¬ 
tially none is cviilently one of great iniportance in considering 
whether the conditions of sale cany with them a reasonable likeli¬ 
hood of advantage to both parties. .An attempt must be made, 
therefore, to separate tlie two, even though the line of division is 
necesstirily of an arbitrary character. 

But at this point arises the difficulty that the knowledge and 
judgment of investors vary as widely as the character of securities 
offered, that it would be absurd to postulate an investor whose 
bargaining knowledge might be regarded as representative. There 
is no need for concern as to the welfare of Insurance, Trust and 
Finance companies, the banks and other experts ; they are not likely 
to suffer from imperfect bargaining knowledge. The parties of 
whose interests we need to take account are tire outside public ; and 
the investor of whom we speak must be conceived to be that part of 
the investing and speculating public who do in fact cornpose the 
market for the particular kind of security of which at the time we 
are speaking. 

It seems reasonable to assume that the investor has fairly ‘ade¬ 
quate bargaining knowledge when he enters ^the market Ur buy, 
let us the stocks issued by a Grlonial Government, a reput¬ 
able foreijn State or a large municipality, or the debentures or 

«3 _ 
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{8%fe»nce shares offered by a railway of proved earning capacity 
For the purpose of the very general argument which follows it is 
nftt necessary to particularise further. Let us make an exceedingly 
rough divisioiyof the whole series ef securities offered in the English 
market, placing on the one side stocks and shares of the kind Just 
described, and on the other a large mass of less well-known securities 
whose main constituents are the stocks and shares of new joint-stock 
companies, formed under the Companies Acts ; and let us ccjpsider 
broadly how far the conditions of sale of these two groups of secur¬ 
ities offer a reasonable protection to the public—how far they facili¬ 
tate the flow of capital into its most profitable uses. 

The following table shows the average amounts of the new 
securiiies of various kinds offered in the London market during the 
three years 1911-13 inclusive. 

Average Annual Issues on the London Market tor the Three 
Years 1911-13 inclusive (extracted from The Economist )'^ ' ' 



£000. 

British, Colonial and Foreign Government loans 

37,243 

British Municipal loans 

1,262 

Colonial and Foreign Corporations 

16,164 

British railways. 

1,983 

Indian, Colonial and Foreign railways 

• ■ 55.286 


£111.938 

Mining Companies . 

5.494 

Exploration and Financial . 

9,164 

Estate and Land . 

6,681 

Electric Lighting, Power, etc. 

7.507 

Tramways and Omnibuses . 

8,610 

Banks and Insurance. 

5.653 

Manufacturing. 

9,587 

Rubber and Oil. 

7.315 

Iron, Coal and Steel. 

6,292 

Miscellaneous. 

21,474 


^•99.715 

Destination or Capital 

£000. 

Uirited Kingdom . 

.. 35.811 

British Possessions . 

.. 71.258 

Foreign Countries . 

92,646 


ifl 99 , 7 lS 


It is not possible to say what proportion of this aggregate amount 
subscribed Jry English investors ; but it is evident that the 
demand for capital is represented mainly by issues of the kind fall¬ 
ing within the grou^ of sound securities with which w<v are now 
concerned. 
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Use paUic may have little diiect detailed knowledge of the 
revenues or earning capacities on which these securities are base^ 
but the reputation of the responsible parties enables them to fomra 
fair estimate of the value of the securities offered, ap^ it seems fair 
to assume, as has already been done, that their bargaining know¬ 
ledge is reasonably adequate to protect their interests. Moreover, 
a moderate proportion of these securities arc sold to the public 
through the intermediation of Issuing Houses of high financial 
standing, who haw expert knowledge of the value of the securities 
which they purchase iioii: the vendors and a dift'ct business interest 
in maintaining their own reputation by refraining from selling to the 
public securities whose future yield is very precarious. These con¬ 
ditions strongly suggest that the opportunities and tendenAes for 
any unfair dealings in this part of the market are negligible. 

As implied in the preceding paragraph, the securities with which 
"■3-L1W now dealing may be sold in either of two ways : the responsi¬ 
bility for the marketing operation may bo undertaken by one of the 
great Issuing Houses, who buy from the vendors and resell to the 
public ; or the risks of the operation may be borne by the vendors 
themselves acting through linancial agents in London. 

During the three years 1912-14 the leading London Issuing 
Houses undertook the sale of a large volume of securities: these 
issues included the stocks of foreign Governments such as China, 
Mexico and Brazil; those of the cities of New' York and Bergen ; 
those of Mexican and Brazilian railways, foreign tele graph and trans¬ 
port companies and a few large home industrials such as the de¬ 
bentures of the London General Omnibus Comj)any. The volume of 
their sales is large, but it forms only a comparatively small pro¬ 
portion, considerably less than one-half of the total,amount of high- 
class securities sold on the London market. The character of their 
work is indicated by the nature of the securities described; they deal 
only in the best qualities, and limit their operations almost entirely 
to the marketing of foreign, as distinct from home, securities. 

The high reputation of these houses ensures that their interests 
are in a great measure identical with those of the investing public ; 
but it clearly cannot, of itself, show that the margin between the 
price at which they buy and the price at which they sell to the 
public is such as to yield them only a fair payment for work done. 

It is very difficult to get any exact information as to tlie a argin of 
profit which they obtain. One or two hou'k-s, it would seem, have 
substantially a monopoly in marketing the securities of certain 
foreign States,; but in general it appears to be the f,ict Wial the^jife 
of punhasc from liie foreign vendor is settled by informal gegotia- 
tic^ amount, in effect, to competitive tender. A part of the 
margin f^.ween the purchase and sale prices goes, of course, to the 
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underwriters, for practically all these issues are underwritten; while 
^e payment going to the Issuing House seems to be determined, 
M one would expect, largely on a customary basis with special 
allowances for<texceptional conditions. These considerations do not 
carry one very far ; but they suggest that, in so far as the margin 
is determined on the one hand by the opinion of a well-informed 
public, and on the other by bargaining which amounts in efiect to 
competitive tender, the English Issuing Houses are not likely pn the 
whole to obtain from the ptiblic much more than a reasonable 
payment for their ebsts of investigation, their special knowledge of 
the market and the services of their business reputation and con¬ 
nections. And this conclusion is supported by the opinion of 
business men with knowledge of the actual facts of the situation. 

More definite information is available with regard to the con¬ 
ditions of sale of the large remainder of high-class securities which 
arc sold by the vendors through London agents ; for it seems 
able to regard as fairly typical of these conditions the methods 
of marketing Colonial and Indian loans recently investigated and 
described by Dr. Theodor Schilling.® 

In the negotiation of these loans there arc, it appears, four prin¬ 
cipal parties. Each government has, in the first place, a London 
representative by whom its general business is carried through ; 
he may be an Agent-General, a High Commissioner, the Crown 
Agents for the Colonies or the Secretary of State for India. It has 
also a financial representative-: for the Crown Colonies there are the 
Crown Agents ; for New Ze-aland, Queensland and the Transvaal 
there is the Bank of England ; for Canada and most of its provinces 
and towns, the Bank of Montreal; for South Australia, the Bank of 
Adelaide.; and for the remaining Australian States, the London 
County Westminster and Parr’s Hank. The banker, it seems, acts 
purely ;us an agent ; he advises the l^ndon representative with 
regard to the market conditions and the price and date of the issue, 
and undertakes such work as the announcement of the issue, the 
receiving of subscriptions and the payment of dividends. 

In addition to these representatives each government has its 
own broker, who is usually one of three large firms ; Nivison & Co., 
who act for most of the. self-governing colonies ; Scrimgeour & Co., 
who deal mainly with the business of the Crown Colonies; and 
Mullens, Marshall & Co,, who, as brokers of the Bank of England, 
take part in issues for which the Bank is the financial agent. Among 
other duties the broker advises the London representative prior to 
tfEISsue ind, after its t’erms have been settled, undertakes to place 
the underwriting. It would, perhaps, be more eirxct to say that he 
allots the underwriting, for it seems probable that the pa*!i5f"- wth 
whom he places it would usually accept their quota eyes though 
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such a conumtment happened at the moment to be particularly un* 
welcome. Finally, there are the Jobbers who, according to Dr. 
Schilling, play an important part in the work of issue, partly ffy 
undertaking a share of the underwriting, but maii^y by their in¬ 
fluence on the Stock Exchange quotations of the new security. 
Prior to its issue, it would seem, they encourage public subscription 
by “ making a market ” at prices which arc in a great measure 
artificial (a practice prohibited during the war), while subsequent 
to allotment they agree with the brokci-s whether the securities 
should be quoted at a pi - mium or a discount. 

This brief indication of the functions of the various parties 
concerned in the sale of these securities makes it unnecresary to 
trace the procedure in detail. It may be noticed, howevr r, ihat the 
method of issue has changer!. The earlier practice of inviting 
i. fsubscriptions by way of public tender has now been abandoned ; 
Y*rt'lt<i~ire exceptions the modern practice is to issue the loan at a 
fixed price, the risks of failure being covered by underwriting. 

A more important question is that of the rates at which these 
various parties are paid for their services. Business tradition 
and feeling assign the whole of the loan o[X‘rations of each govern¬ 
ment to its recognized banker ; and the same conditions presumably 
govern its relations with its broker. It is hardly possible, therefore, 
for direct competition to play any important part in regulating 
marketing costs ; the question whether or no those costs are ex¬ 
cessive must be judged by other means. According to Dr. Schilling, 
the issuing bank receives J per cent to i percent ; the customary 
rate for underwriting (a rate rarely exceeded) is i jx-r cent; while 
i per cent is paid to the broker for placing the underwriting and a 
further J per cent on applications bearing a broker’s stamp. In 
addition to these payments thire is a stamp duty of 2s. Od. to 12s. 6d. 
per cent, together with the expenses of printing the prospectus and 
securities, and giving public notice of the issue. As to the expenses 
incurred by the London representative, and the special fee, if any, 
paid to the broker, Dr. Schilling gives no information ; but it seems 
hardly likely that such costs would form any considerable addition 
to the total. Only expert knowhxlge can decider whether or no 
these rates form a reasonable payment for work done; but their 
total amount is not large, and is clearly much lower than the fraction 
which is usually absorbed by the market in effecting the sale of 
industrial stocks and other securities of a l*)wer order of reputation. 

The general impression which one derives from these facts is 
borne out by a consideration of the conditions in which State .tud 
Commtmal loans are issued in Germany. D;^ Ricsser (iqoj) main¬ 
tains Mtae a vast amount of labour and sagacity is now necessary in 
order profit in the marketing of stocks of this kind. 
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The sale of these securities appears to be effected almost 
entirely by syndicates of banking houses: there are, for examine, 
'a'Prussian syndicate for issuing Prussian State loans, compel 
of the Seehan^ung and about twenty-eight other houses; a group 
for dealing in Imperial loans, headed by the Reichsbank and includ¬ 
ing some twenty-eight other firms; and other permanent groups 
formed to issue home State and municipal loans. These syndicates 
carry out their operations through managers who are responsible 
to an executive committee representative of the group. The first 
stage of the operation naturally consists of an inquiry into the value 
of the securities to be sold, to which may be added the settlement 
of detailed arrangements with regard to the provision of funds for 
the payment of dividends, the publication of notices and other 
minor matters. In determining the price at which the syndicate 
shall purchase from the vendors, and the price and date at which 
they shall issue to the public, an intimate knowledge of the/^lafet" 
is necessary, for a wrong estimate of the potential demand, or an 
unforeseen change in the conditions of the market, may result in 
the bulk of the securities remaining unsold in the hands of the 
members of the syndicat<'. “ The lower limit in this case, too, is 
the price to the underwriter, plus interest, stamps, fees and a profit, 
which, if possibles at all, varies in the case of domestic and communal 
loans between J, J and, in rare cases, J of i per cent, while in the 
case of foreign state loans a profit of j of i prT cent is a rarity,” 

The work of the syndicate does not end with the completion of 
the sale operation, for banking practice and etiquette extend its 
responsibility to the protection of the securities against unjustified 
fluctuations in their value. One method of checking fluctuations is 
to eliminate the " stag ” by offering preferential terms to those 
subscribers who will deposit the securities they purchase with the 
issuing firm, undi rtaking not to sell them within a given period 
of some months after the issue. A more common method, however, 
is for the syndicate to protect the value of the securities by re-pur¬ 
chase in the market when prices fall in consequence of temporary 
causes which are unlikely to exert a permanent effect on their 
investment value. Some of the German syndicates appear to 
possess a monopoly of the issues in which they deal; but it is clear 
that their operations involve a great deal of work and considerable 
risks ; and there seems to be no reason to suppose that the profits 
which they derive from this work are unduly large; indeed, a director 
of the Dresdner bank maintains that for years the marketing of 
' QBtntan stat# loans has Ocen generally a source of loss to the issuing 
banks.**, s 

The well-nigh imixmetrable obscurity in which higff*fe'’i5Ce 
chooses to conduct its work makes it very hazardqus„yo‘kttein^ 
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to reach definite conclusions on the limited information which is 
available. It seems tolerably certain that G)!onial and Indian 
securities are sold to the public at a fair price and at a moderatt 
cost, and probable that the same thing is true of the securities 
marketed through the great Issuing Houses. Further, there seems 
every reason to suppose that English State and municipal securities, 
and, with one or two exceptions, home railway stocks also, are 
marketed honestly and tolerably cheaply. 

These conside.'a'ions do not justify the statement that the 
parties undertaking tin: marketing work neve- receive more than a 
fair payment for their sei vices. They do, however, bear out the 
a priori assurance that there is little scope for abuse in the marketing 
of highly reputable stocks; and suggest thi' conclusion tfat the 
sale of these securities on the London market is carried out with 
reasonable efficiency and economy. 



CHAPTER XXXI 


NEW SECURITIES; THE VOLUME OF INDUSTRIAL 
SECURITIES 

I N the previous chapter wc dealt with the sale of high-class 
securities mainly from the point of view of the English 
investor, making no distinction between the parties, English 
or foreign, to whom capital was supplied. In this chapter 
we have to deal with the sale of a second group of sccuritig|> i>Mt ..j, 
sisting mainly of the stocks and shares of an immense variety of 
joint-stock companies operating at home and abroad. In con¬ 
sidering the marketing of these securities we must adhere more 
closely to the main question with whi^h this book is concerned, 
and endeavour to estimate the work done by the market in supply¬ 
ing capital to English undertakings. The principal questions, 
therefore, which we have to face are those of the scope and efficiency 
of the market in facilitating the sale of English industrial securities; 
we require to know the extent to which this particular market 
provides the capital which English business men require and 
the efficiency with which that capital is actually supplied. To 
answer these questions satisfactorily would require intimate 
knowledge of the marketing organization not only in London 
but throughout the Provinces, and would involve a discussion of 
very great length ; for the published information is quite in¬ 
adequate, and the great variety in the character of the securities 
marketed makes the matter one of exceptional complexity. It 
is as well, therefore, to state at once that the broad treatment of 
the subject, which is all that is attempted in these three chapters, 
can yield little more than general impressions open to considerable 
possibilities of error. 

In approaching the first question with which we have to 
deal — that of the amount of capital annually supplied by 
this market to English undertakings—we are at once met by 
the difficulty that the available statistical information is ex¬ 
ceedingly .meagre. As,•'however, it is almost useless to discuss 
^e work of the market with no knowledge pi its scope, we 
must re'view the avdilable information and endeavouaiAcL^w 
tome conclusion. 
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We have, in the first place, The Economsl's figures quoted on 
page 194. which show that the. average annual applications 
(1911-13) for capital destined for home employment amounted 
to some £36 m. Deducting British Government loans, municipal 
stocks and English railway securities, we obtain a total of some 
£33 m. for what may be broadly described as home industrials. 
This figure is carefully compiled; it includes offers made only 
to shareholders, and excludes issues made by way of tender or 
for payment of matinnig loans. It is ptrhaps the best obtain¬ 
able; but it omits tn.o.y industrials floated in the Provi.nces, 
and is made up of capital applications, not of capital actually 
subscribed. 

The annual reports on companies issued by the Board of TVade 
add a little, but not much, to this information. Th(!y show that 
each year some 6500 new joint-stock undertakings are registered 
tlje Companies Acts in England and Wales (tis distinct 
from the United Kingdom); that there is a net annu.al addition 
to the register of some 3400 companies and £97 m. paid-up capital; 
and that in April 1914 the total number of these companies 
amounted to 58,000, with a jtaid-np capital of nearly £2300 m. 
To this figure must be added an estimated amount of £500 m. 
obtained from the sale of debentures,®- making the total capital 
which they control about £2800 m. It may not, however, be 
assumed that any large fraction of this total capital was supplied 
by means of the machinery of the market ; how small that 
fraction actually is may be inferred from the fact that in 1904, 
of 3477 new companies registered in London no less than 3068 
filed a declaration that they were makiitg no tippeal to the public.** 
The explanation lies in the fact that the most common form of 
limited liability organization is not the Public, but the Private, 
joint-stock company. During the three years ending December 
1913 an average number of 5400 I'rivate companies was regis¬ 
tered ; in December 1914 their tot.al numbei was almost exactly 
three-quarters of the whole. It does not, of course, follow that 
these companies control three-quarters of the aggregate capital, 
for their average size: is probably small. But they include large 
and important firms, such as Harland & Wolff and Huntley & 
Palmers, and control an important part of the business <'f the 
country. 

The legal form of the Private company was invented, or per¬ 
fected, by the Companies Act of 1908, P.y this enactment the 
Private company was denied a public markc. in its shares (though , 
not in its debentures): it could make no pubqjc offer of its shareij, 
acd wqs acquired to restrict their transferability and to limit 

nomW oHts shareholders ; but it was granted the advantages 
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of limited liability and joint-stock oi^gankation and excused the 
duty of publishing a prospectus, a statement in lieu, or an annual 
balance sheet. The very rapid growth of this form of organka- 
tion, due n^t only to the creation of new undertakings, but also 
to the conversion on a large scale both of public joint-stock com¬ 
panies and private firms, is significant, therefore, in showing 
that the facilities of a public market are by no means the all- 
important consideration in tke development of the jotpt-stock 
type of organization.** However, the point of importance at 
the moment lies' in the fact that the vast majority of the 
joint-stock companies coming into being each year are either 
already in possession of their capital or obtain it by way of 
private negotiation. 

In attempting to form any estimate of the amount of capital 
annually supplied to these undertakings by the agency of the 
market we have then to take account mainly of public cijmpaBfWTa, 
but even in this limited field the imperfection of the statistics 
makes any definite conclusion difficult if not impossible. The 
following statement shows the average number of new companies 
of various kinds annually registered fh England and Wales during 
the three years 1911-13: 

I. Companiesol a kind which may be omitted from considera¬ 


tion. e.g. companies limited by guarantee .. 143 

2. Private companies .5423 

3. Public companies formed with a prospectus .. .. 378 

4. Public companies formed without a prospectus .. .. 596 


6542 

It is with the two kinds of Public companies included under 
3 and 4 that we are now primarily concerned. In neither case is 
information given of the amount of capital annually subscribed 
by the public. 

The returns distinguish, however, in respect of each of the 
companies in the former group, the " Amount offered for Sub¬ 
scription in Cash ” ; and these individual amounts added together 
yield an annual average of £17 m. But this £17 m. represents 
the demand for capital. A figure more representative of supply 
is found by summing the individual items given under the heading, 

" Amount allotted before commencing Business.” The corre¬ 
sponding annual average of these amounts is £9! m. This figure 
needs careful interpretation. It represents, very nearly, the face 
value of the shared actually bought by thei.public; it relates 
mainly but not wholly to capital destined for emsAov taent a t 
home; it includes the full amount which may ,l>e ■oallM*‘TSj^ 
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Ml the ahares actually sold; but it does not include capital 
which may be- raised later by the public or private sale of 
further shares or by the issue of debentures. It forms a rough 
estimate of the amount of capital annually subscribed by the 
public to this group of companies on their formatibn. From 
the fact that only 165 of these 378 companies applied for a 
special settlement on the London Stock Exchange, it may 
perhaps.bc inferred that more than one-half were floated in the 
Provinces. 

That estimate of capn.d subscribed is suffieiently rough, but 
it is more definite than the conclusion to be drawn from a con¬ 
sideration of the companies which “ file a Statement in lieu of a 
Prospectus." The returns show in resix'ct of each of these lorn- 
panics " the Amount Subscribed or which may be Subscribed in 
Cash ” ; and the sum of these individual amounts yields an annual 
jYCiage j^f £33 m. How much of this d(?mand for capital was 
actually satisfied it is quite impossible to say. In the absence 
of any statistics, it sec'ms not unreasonable to reduce the 
figure in the same proportion as that of the former group 
of companies, and reckon *1111' capital actually supplied to be 
about £'i8m. 

Although a small proportion of these companies paid an under¬ 
writing commission, and a few may have marketed their shares 
through intermediary organizations in the form of an Offer of 
Sale, it seems clear that no considerable part of their capital could 
have been obtained by the normal method of public issue. The 
greater part of it must have been obtained mainly by private 
negotiation in the manner employed by Private companies and 
by cotton-spinning undertakings in East Lancashire, or by a gradual 
unloading of shares on the Stock Exchange. The former method 
would naturally be employed in many cases where a new under¬ 
taking, or an old firm converted into company form, offered prospects 
of success too good to be shartd with the general public. If the 
amount of new capital it required were moderate, its securities 
could be readily pieced among parties connected by personal or 
trade interests. Mr. Duguid, writing of the latter method of selling 
securities, says: " Thf' shares of many excellent companies have 
been introduced in that way. Few, if any, of all the great Hand 
mining companies, with the huge dividends they have paid ince, 
issued a prospectus. It was a case of ‘ makfiig a market ’ in nearly 
every instance." ® 

That this latter method is adopted on ^ , considerable scale is 
suggested by the f»ct that more than a hundred of these companies), 
annually applied for a special settlement on the London Stork 
Eschangd? 
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We have then these three totals: 

Annual Averages for the Three Years 1911-13 
Capital applications for “ home industrials" vide The 

EconoifiKt .£33®. 

Capital subscribed by the public to new joint-stock com¬ 
panies formed in England and Wales, under the 
Companies Acts, with a prospectus, say .. .. 9i m. 

Capital subscribed by the public to new joint-stock com-* 
panics formed in England and Wales under the Com¬ 
panies Acts, without a prospectus, say .. .. 18m. 


, Provisional total .. .. £60 m. 

c 

This aggregate of £60 m. is less than one would expect; even so, 
substantial deductions must be made from it in order to obtain 
any estimate of the volume of capital annually supplied to 
industrials by the market for new Stock Exchange securities. 

(1) The first total consists, as already noticed, of applications 
for capital and not of capital actually subscribed ; further, it relates 
to the United Kingdom, not only to England and Wales. A rough 
correction for these errors may be made by reducing its amount 
from £33 m. to £30 m. 

(2) A substantial part of the second total is included in the 
first; for although a large proportion of these companies may be 
floated in the Provinces, those in need of largi' amounts of capital 
naturally make their applications mainly through the London 
market, and so are already included in The Economist’s figures. 
When allowance is made for this and for the further consideration 
that, so far as may be judged by their titles, about one-quarter of 
these companies employ their capital abroad, this second total can 
hardly be reckoned at more than £4 m. 

(3) The bulk of the third total is apparently obtained by the 
sale of shares by private negotiation and by unloading them on 
the Stock Exchanges. A small part is obtained by public issue in 
the form of Offers for Sale through intermediary organiaations 
on the London market, and so is already included in the figures of 
The Economist. As a rather larger proportion of these companies 
appear to employ their capital abroad, the already conjectural 
total of £18 m. should perhaps be reduced to £12 m. 

(4) It is probable that some part at least of the unsold shares 
of these two groups of companies are later unloaded on the Stock 
Exchangesor placed bi- private negotiation. As it is quite impossiUe 

' to guess at the amoynt of capital which the conjpanies may obtain 
in thi^ way, it must be hoped that the margins of the otiMT estimates 
are large enough to make this omission of inconsiderable imp^ 
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anee. Some addition must, however, be made for the Provincial 
sales both of debentures and of the securities of those Gas, Elec¬ 
tricity, Water and Tramway undertakings which have not been 
formed under the Companies Acts and consequently have not yet 
been accounted for. But, as The Economist’s figures- include a 
large amount of debentures sold on the London market, and as the 
toUU annual increase in the capital of Gas and Tramway under¬ 
takings of all kinds amounted, in pre-war days, to only about 
£5m.,“ the allowance to be made under this head can hardly 
be a large one. • 

On the whole, it seems tolerably safe to conclude that, when 
these various corrections have been made, the aggregate figure 
does not exceed £55 m. per annum. J 

(5) It is important to notice that this figure represents at best 
only the amount of capital subscribed by the public ; it does not 
,represent the amount of capital passing through the market into 
real investment. Some of it is a mere transfer to vendors in ex¬ 
change for property sold to the company, some of it is applied to 
pay off debts, some of it is absorbed by the promoter and other 
market agencies. Although* the recipients of these sums may 
apply them to investment purposes, to reckon them in the present 
estimate would result in considerable duplication. The available 
information is quite inadequate to show what allowance should 
be made for this difference between the amount of capital sub¬ 
scribed and the amount applied to the extension of home under¬ 
takings ; moreover, the difference is likely to vary considerably 
from year to year, with changes in the number of conversions of 
existing undertakings into the form of Public companies. An ex¬ 
amination of the individual homeissiu s in TAe Tiwas Prospectuses 
for 1913 suggests that in that year about one-sixth of the capital 
subscribed represented a transfer, rather than an investment, of 
capital. This proportion seems likely to be too low rather than 
too high. If we etflploy it to make the final correction we may 
conclude that in the; three years 1911-13 (a period of active 
business) the average amount of capital collected by the market 
from the public and applied to the extension of home under¬ 
takings in England and Wales was in the neighbourhood of £4$ m. 
per annum. 

This figure, being based on conjectural (estimates, is opdh to 
considerable possibilities of error; but prewsion is not required ; 
its significance lies in its relation to more general coasiderations. 
It was commonly held in the City prior to tffr war that thi; armual 
savings of the Unijed Kingdom were then vljout £400 m., and. 
Were devote^half to foreign, half to home investment. This figure 
f^ljS-obably rather too great; but it seems tolerably certain that 
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in 1907 the total addition to the caiatal invested in the United 
Kingdom was between £200 m. and £230 m." When this figure 
is brought into relation with the facts and inferences of this chapter 
(see also Chapter XLIV), the contrast conveys a clear impression 
that the market for new Stock Exchange securities plays a smaller 
part than one would suppose in facilitating the movement of the 
annual flow of free resources into home investment. 
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NE<V SECURITIES: THE SALE OF INDUSTRIALS' 


^ '^HE subject of disci; sion in tliis chapter is still the 
marketing of the second group of socuritics, consisting 
of industrials and other stocks and shares of a quality 
inferior to gilt-edged securities. But we arc now concerned 
not with the scope of the market’s work but with its efficiency. 
We have to consider, first, wliether the general conditions govern¬ 
ing the sal^ of these securities are such as to ensure fair bargaining 
between buyer and seller; and, secondly, whether the actuai sale 
operations are reasonably effective and economical. 

We approach the first of ^hi sc two questions, bearing in mind 
the two general inferences reached in the preceding chapters : the 
one that the great difficulty of estimating the. value of securities 
places sellers in a position of suptirior bargaining knowledge and 
so gives them considerable opportunities for deception ; the other, 
that this condition is reinforced by the susceptibility to suggestion 
of the parties who buy these securities—a susceptibility which leads 
them, when some particular market is booming, to buy the securities 
in which it deals witH little or no discrimination between those 
which are sound and those which are almost entirely worthless. 
But the impierfcction of knowledge on the part of the investor, 
which is the basis of the opportunity for deception, varies according 
to the nature of the security. At the one extreme, the reputation 
of an old-estabhshed undertaking and the market record of its 
previous issues may form an adequate basis for a sound judgment 
of the value of a new issue offered in the market; at the other 
extreme, where a new company is being formed to exploit some 
doubtful industrial opportunity, the material on which to form an 
estimate of its prospective yield is so inadequate that the opinion 
of the ordinary investor is practically valueless and his purchase 
is an act of faith rather than of judgment. TJie one kind of security 
shades off gradually into the other, and no definite line can be drawn 
between the two; nevertheless, we may mark off from the group 
of industrials which we are now considering a ■ jmber of stocks and . 
shares whose ,condifions of sale are comparatively free from<hese * 
opportunities for deception. 



208 THE INGIiSH CAPITAL MARKET 

In 1912 and 1913, according to Tht Times Prospectuses, only 
about one>half of the issues of home ihdu$trials«on the London 
market arose from the formation of new joint-stock compames. 
A large part of these issues consisted therefore of applications for 
capita to* be applied to the development of existing companies, 
many of whom were firms of established reputation such as Lever 
Bros, or Associated Portland Cement Ltd. Moreover, a few of 
these issues, such as those of Vickers & Borax Consolidated, took 
the simple form of an offer to shareholders. In addition (not 
■ included among these issues), there were each year brief notices 
from some fifty Gas and Water companies inviting tenders for small 
quantities of their stocks. These facts show that a considerable 
pr()portion of the securities issued on the London market arc sold 
in conditions which arc free from anything in the nature of deception, 
and that a small proportion arc sold in a manner which is very 
economical. 

It might reasonably be expected that in the Provincial markets 
local‘knowledge on the part of the investor, both of the business 
reputation of the vendor and of the prospects of his undertaking, 
would do a good deal to eliminate dishonest promotion and ensure 
that securities wore sold at prices fairly near tlicir investment values. 
There seems to be no doubt that this is true of the securities of 
cotton-spinning companies (cf. pp. 267-S). According to prominent 
business men in the industry, the great majority of the new com¬ 
panies formed in th<^ years immediately preceding the war were 
sound concerns and all were sound in intuition. The directors 
would not usually be large subscribers, but tliey and their friends 
would be likely to hold perhaps a quarter of the issue; and the 
promotion would be governed by industrial rather than financial 
interests. A broker adds the opinion (No\. igig) that " there is 
practically no scope for a professional company promoter, especially 
at Oldham.” * Tht securities arc rarelj' sold by means of a 
prospectus and are not underwritten ; they are placed by private 
negotiation among local people who understand the cotton trade. 
In this market at least, then, it would see n that the conditions of 
sale are such that securities arc marketed both honestly and 
efficiently. 

Information with regard to the Provincial issue of new securities 
is almost entirely lacking ; but it is clear at least that the conditions 
of sale just described ere not typical of those in other local markets. 
In Newcastle, for example, according to the opinions of several 
brokers, pew securities are sold with the aid of a prospectus and are 
<, underwritten eithej locally or by large London houses. Opinion 
difiers with regard 10 the opportunities of the prcwoteis with a 
purely financial interest. But, according to one broken: " Theft 
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is jdeaty of scope at the present time (1920) for company promoters 
ei^r in promoting a company or by taking a financial interest in 
underwriting, etc. The flotation is usually undertaken by bankers, 
trust companies, etc., and they call in stockbrokers who possibly 
relieve the promoter of a large amount of the stock." '• 

The formation in 1916 of B.S.T. Ltd. (British Shareholders’ 
Trust) initiates an interesting and important development in the 
marketing of Provim ial securities. Tin; organization consists of a 
central Trust company in London and five allied companies in 
the more important Provm'ial centres. Its methods seem well 
adapted to reconcile the inteusts of promoter and investor and to 
facilitate the economical sale of securiti('s. At each c<'nlre js an 
executive assisted by an advisory body elected from brtkers 
nominated by shareholders of the Trust, ft undertakes the market¬ 
ing of new securities, the underwriting of issues and the sale of 
large blocks of securities of deceased (x'ople. Thi- shareliolders are 
composed m a great measure of those connected with the npnage- 
ment of large undertakings ; on the one hand, (hey bring to the 
notice of the Trust opportunities lor profitable business; on the 
other, they form a market «n wliicli the Trust may quickly and 
economically dispose of at least a part of its issue. The organiza¬ 
tion is a powerful one, the aggregate capital of the si.x allied Trusts 
amounting to nearly £2^ m. It has tilready carried through a 
number of important issues and in one case underwritten an issue 
amounting to £16 m. 

Having separated in this rough way, and with some digression, 
a number of securitii« whose conditions of sale offer little scope for 
the effective use of superior bargaining knowledge, we may turn 
to consider what devices are available to chei;k tiu’ opportunities 
for deception attaching to the large remainder of industrial securities 
offered in the London market. These deviies lie partly in the 
organization of the market, partly in the provisions of the law; 
they may be dealt with in that order. 

Reference has already been made (see p. I09) to the possibilities 
of an organization intermediate between the sources of Demand and 
Supply which should investigate the earning capacity of veirtures 
in need of capital, select thr; nrost promising, and sril their securities 
to the investing public with an implicit assurance that the venture 
had a reasonable prosprrct of success. 

The history of the German Credit banks? shows the great diffi¬ 
culties with which such an organization must deal, just as their 
success shows tljat these difficulties can be Lvcrcome. The com¬ 
parative poverty o^Germany about the midd'-'of the last ceptury ■ 
and the great, demand for capital to sitpply the needs of her rapidly 
growing industries led naturally to the development of banks 
«4 
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which took a large and active part in providing the capital requisite 
to the creation and extension of business undertajdngs, both by 
the grant of long loans and the flotation of joint-stock companies. 
Prior to 1870 the banks often suffered heavy losses from their 
participation in industrial enterprise. So late as 1884, as is shown 
by the argument accompanying the new industrial law of that 
year, the formation of new joint-stock companies was associated 
with great evils: the leading promoters acted without 

any sense of responsibility and were exempt from any "kind of 
control. . . . For u long time after its foundation the newly formed 
company possessed no corporate autonomy and remained defence¬ 
less in the hands of persons whose only object was their profit as 
fouijders. At the same time the public . . . had no reliable data 
whereby to form a correct estimate of the enterprise.” In more 
recent times the banks have found it less necessary to take the 
initiative in industrial matters ; their policy has become more 
conservative ; “ so far as newly formed companies are'concerned, 
the btbad results experienced during a series of years have led the 
banks to confine themselves as a rule to conversions of existing 
prosperous private undertakings into,joint-stock companies and to 
co-operate in fusions and in increasing the capital of existing com¬ 
panies.” "They hold aloof, however, as much as possible from 
investing money in jx^rfectly new unde rtakings and from financing 
new methods of manufacture or inventions." ™ In spite of a more 
sober policy, wider experience and more perfect organization, it 
would seem that unwise or unfortunate industrial loans have very 
frequently comprdled the banks against their will to recover their 
capital by the conversion of the borrowing firm into a public joint- 
stock company, and that their industrial operations still occasion¬ 
ally involve them in difficulty and loss. The great success with 
which the German banks have promoted the development of industry 
and trade is universally admitted, but it should not be overlooked 
that such work is attended by much difficulty and heavy risks. 

An organization of this kind, intermediate between the sources 
of enterprise and the sources of capital, must evidently possess 
machinery for investigating business ventuies, financial strength 
adequate to sustain the heavy risks to which it is exposed and the 
reputation and business connexions necessary for the efficient sale 
of securities to the public. An organization such as the Deutsche 
bank possesses these- qualities in a high degree. Its practical 
administration (1914) is in the hands of a body of nine managers, 
aU of them men of vide business knowledge, one or two of them 
admittedly of exce^jtional ability. It has a distinct staff of some 
eight' or nine industrial expierts, usually drawn .from industry 
itself, and a highly developed department of infonnatioa, while its 
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sjistem ot unsecured advances keeps it in the closest touch with the 
portion and jqj^ess of business concerns. It is easy to see that, 
with able management and machinery of this kind, the risks of 
industrial banking are greatly reduced ; business ventures in need 
of capital can be thoroughly investigated and the development of 
the more promising enterprises may be promoted with a reasonable 
prospect of success. Even so the risks are heavy ; for in the 
course of its growth the Deutsche bank has liad “ to write off 
repeatedly serious le es on .u count of participatiims and industrial 
business,”’* though tiiev were incurred appireiuly mainly in 
connexion with its coiumitmeiits abroad. But apart from the 
possibilities of actual loss there is .always the danger that the 
fortunes of the bank may be bonnd up for lung periods with the 
prosperity of the industries in which its resources are employed. 
To meet these risks the Deutselie, like other German Credit banks, 
employs a paid-up capital veiy large in proportion to its deposit 
liabilities'', it shifts the risks of some of its opemtioirs to sub' 
sidiary companies sp<;cially formed for the jrurpose,’* and i»i largo 
undertakings acts at the head of a very powerful group of allied 
banking and financial housgs. Its great reimtation, its branches 
and its " communities of interests ” w'ith banking houses through¬ 
out Germany naturally facilitate the mtirketing of the securities of 
the business concerns with which it is specially associated. How 
effective the wide connexions of a great bank may be in facilitating 
the sale of securities is shown by tin ability of the Credit Lyonnais 
to sell to its depositors, in four or live days, storks to the value 
of 40 or 50 million francs.” But the lespoiisibilities of the German 
banks are not ended even when a successftil issue has transferred 
to the public the task of supplying capittil to these concerns. They 
retain some measure of iiiflueiici', jiartly by reprrsentation on 
the controlling boards, p.irtly by the holding of shares, partly by 
the voting power of the proxies entrusted to them by shareholders 
who are at the same time their own i itstomers. Tlnr fact that the 
members of the managing bodii s of the Deutsche banks are repre¬ 
sented on the boards of more than two hundred undertakings 
engaged in the most varied kinds of biisim ss is a somr what impressive 
illustration of its immense risiironsibilities, and of the part it has 
played in supplying the capital reqtiired for the industriai develop¬ 
ment of the country. 

It was suggested on pages 126-7 f reasons why no organi¬ 

zation on this scale had developed in England lay partly in the less 
rapid growth of our industries and in ihe-large profits available 
for reinvestment in expanding businesses.' But, whatever they 
reason, the fjet remains that such agencies piay very little part in 
the merketing of industrial securities in this country. 
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The great Issue Houses do some work of this kind; on the 
question how much more they could do, experts di£{gr. " If," says 
Professor Foxwell, " our great Lsue Houses would take up this 
work their help would be invaluable. They are accustomed to 
make exhaastivc examinations of propositions submitted to them. 
They employ expert engineers, accountants and lawyers; and 
every pertinent detail in regard to process of manufacture, plant 
management, earnings, labour conditions and past history is taken 
into account. But the Issue Houses fight shy of ordinary home 
industrial propositions. They prefer those put forward by foreign 
Governments, municipalities, or tlie very largest transport com¬ 
panies. As a rule our English industries are too small in scale 
to ^tract th(^ Issue Houses ; the securities would not be market¬ 
able.”’^ Whether these Houses are restrained from marketing 
home industrials by lack of adequate machinery for investigation, 
as they have sometimes maintained, or by the proportionately 
greater trouble of dealing in smaller operations, the Met remains 
that ibany ventures, possibly with excellent prospects, are laid 
before them and rejected ; and that the part they play in this 
work is of iusignificant dimensions. . 

A small group of minor financial houses, composed principally 
of Trust and Investment companies, also takes part in the marketing 
of home and foreign industrial securities, but to a very limited 
extent. Their intermediation no doubt increases the price paid 
by the investor; but it can hardly be doubted that it carries 
with it some sort of guarantee that the security purchased has a 
reasonable prospect of paying a fair dividend. 

The growth of thes(' intermediary organizations has been 
stimulated as a result of war, partly specifically, partly by the 
general loosening of traditional ideas. One notable result has 
been the formation of the British Trade Corporation designed, 
among other objects, to investigate the possibilities of business 
ventures in need of capital, to supply the needs of the more 
promising, and ultimately to undertake the sale of their securities 
to the public ; several issues have already been marketed by the 
Corporation. More general effects are illustrated by one or two 
cases in which the responsibility for the marketing of home in¬ 
dustrial securities has been assumed by an English Joint-Stock 
bank, and by somewhat increased activity on the part of the minor 
financial houses referred to above. This stimulus may be important 
in its promise, but its immediate influence on the manner in which 
securities .are marketed is not large. It is still true that the vast 
majority of industriifj stocks are sold without the assistance of any 
permanent intermediary agency. 



CHAPTER XXXIII 


THE SALE or IvnuSTRIAL SECURITIES {conlintted) 

I N the absence of strong int<'rmediary ageinies with machinery 
available for the investigation of imlnstrial propositions 
and the organization requisite for the effieieiit inaikj'ting 
of their securities, the work of selecting profitable new 
ventures, of capitalizing their prospi'cts in terms of securities and 
of selling,those securities to the public, falls mainly to the com¬ 
pany promoter ; while that of marketing further issues of existing 
companies is undertaken mainly by the companies th<'inselv?s. 

“The facilities provided by tin- promotir are," says Prof(>ssor 
Foxwcll, “a mere make.-hifW ‘ utterly inadequate ' ” ; and it is not 
difficult to see that his methods of operation contain within them¬ 
selves strong tendencies to over-valuation and to heavy marketing 
costs.’* 

The promoter is not a very definite kind of (x rson. He may be 
a parent company engaged in the format ion of a sutrsidiary or allied 
business enterprise; he may be, and very often is, the vendor 
of the assets purchased by the new company;’® oi he may be a 
financier whose contact with the new company ceases when ho, 
has completed its flotation and sold any shares which may have, 
been allotted to him. But whoi vi r he may be, his interests as 
promoter are quite distinct from those of the com])any he forms. 
This is most clearly seen when a com])any is floated by a financier, 
by one whose interest lies only in the process of promotion. 

It is characteristic of the London market that its financiers are 
moved mainly by financial as distinct from industrial interests ; 
they prefer to employ their capital for short periods and to draw from 
it a purely financial profit rather than commit it to the uncertain¬ 
ties of business enterprise ; they are unwilling to adopt the plan, 
common in Germany, of associating themselves with tl fortunes 
of a new venture until it has provi ti its \'oKli and ean suitably be 
sold to the investing public. Accordingly, when a new compiany 
is Aoated by a promoter, his interest is in general bound up, not 
with the ultimate gaming power of the venture, but with the differ -' 
ence between* the price at which he buys from the vendors and the 
price at "which he sells to the public. So far, therefore, as his 
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influence governs the conditions of the flotation, there is inevitably 
a strong tendency to over-valuation. In many cases, no doubt, 
this tendency is checked by the industrial interests of the promoter 
himself, or of the parties with whom he is associated ; for example, 
the vendor ftf an old-established business may retain a substantial 
interest in its fortunes, while the business reputation and interests 
of other parties concerned may be dependent upon the success of the 
venture. It may be admitted that in many cases the predominance 
of industrial interests ensures that the company is reasonably 
capitalized. But if remains true that there are many opportunities, 
especially in times of boom, which enable the promoter to sell to 
the public the securities of new companies whose capital is far in 
excet's of the prospective earning power on which it is based. We 
have to consider the manner and degree in which these opportunities 
arc restricted. 

Some measure of the value of a new issue is given by,the stand¬ 
ing of the broker whose name appears on the prospectus. The 
appearance of the name of a reputable broker would not, indeed, 
show that he had investigated the prospects of the venture, but 
it would usually carry with it the ass'arance that he had satisfied 
himself as to the business integrity of the responsible p.irties. In a 
considerably less degree the name of the banker carries a similar 
assurance ; for a larg(' joint-stock bank does not willingly associate 
itself with worthless issues, hurther, tlie official list of quotations 
enables the investor to strengthen his judgment by comparison 
of the price of similar issues, while invaluable assistance is given by 
the impartial criticism of the more indeivndent part of the financial 
press and the expert advice of the investment broker. It seems not 
too much to say that if the investor would only make reasonable 
use of thcsi- facilitiis he would receive ample protection from the 
unscrupulous company promot('r. In fact, however, he does not do 
so : for every year some millions of pounds' worth of securities 
are sold at prices well above their investment values. It would be 
an easy conclusion that, inasmuch as loss arising from unintelligent 
action forms a penalty, an evil which tends to bring about its own 
cure, these spticulative losses might be left unhindered to work 
out their effects in rationalizing the conduct of the investor. But 
this ideal is distant and the waste; of resources large. Meanwhile, 
therefore, any protection which the law can give may be welcomed. 

The main principlt' on which English law proceeds in order to 
lessen these evils is that of enforcing publicity of matters requisite 
to the fermation of a'sound judgment of the value of a new issue ; 
^ it endeavours to equalize the bargaining knowledge of seller and 
buyer. The prospeI;tus, the document in whicif the company 
publicly offers its securitiee for sale, must among othir matters 
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contain information on the following essential points. As it is 
cleariy of the first importance to the investor to Imow the value <rf 
the assets acquired by the company, the law requires that the 
prospectus should di^lose the price paid to the vendor. This 
requirement is not a strong one ; it docs not make prov;ision (or any 
independent valuation of the assets purchased by the company; 
it does not even require that the price at which the vendor hinrself 
may h^ve bought the property sliould be stat. d ; and it do<;s not 
prevent unscrupnl,' is directors from concealing the information 
required by including it 'mong a multiplicity of minor contracts. 
For obvious reasons tiic law requires that the names, qualifications 
and remuneration of the directors should bo stated, together with 
full particulars of any interest they may have in the promotion 
or in the property acquired by the company. It requires, too, 
the contents of the Memorandum of Association, particulars with 
regard to founders’ shares, etc., and provision for the inspection of 
material ' contracts. The minimum subscription on which the 
directors will proceed to allotment must be given ; (or " inadequacy 
of capital h.is been one of the most frequent causes of disaster in 
joint-stock companies.” ” , Further, the prospectus must show the 
amount of the underwriting commission, the jiayment to the pro¬ 
moter and in general the amount of the preliminary exfieiises. In 
addition to these provisions for the publication of essential facts, 
the law places the promoter in a fiduciary position in relation to the 
company, so that he may not make any iirofit at the company’s 
expense without its knowledge and consent ; and it makes directors 
liable for any false material statement in tin: prospx ctns unless they 
can prove that they had reasonable grounds (or believing the state¬ 
ment to be true and did so believe. 

It is evident from the nature of these provisions and from the 
facts of the market that the requirements of the English law do not 
destroy the opportunities for deception oj«:n to the unscrupulotK, 
promoter ; moreover, the spirit of these provisions may be in part 
evaded by the frequent practice of publishing an abridged prospectus 
containing the more attractive facts, togctln r with a reference to 
some oflfice at which copies of the full statement may be obtained or 
inspected. As an indication of further legal possibilitus, some 
points may be noticed where the legal requirements of foreign 
states are more stringent than thrjse of this cormtry 

One of the weakest poiirts m the English law lie s, it was noticed, 
in the lack of any requirement for an urdependent valuation of the 
property takqn over by a company. In France, the value of the 
assets acquired by a public limited company and the consideration 
for any prefits granted to promoters must both be examined by a 
committee of scrutineers appointed by the shareholders and approved 
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by the shareholdets themselves. In Germany, a Committee of 
Inspection, composed of directors and shareholders, examines and 
reports on the assets transferred to the company, as disclosed 
by the declaration of the promoters'. 

There are advantages in preventing companies with a small 
paid-up capftal from displaying an immense nominal capital for 
the purpose of obtaining undue credit from the public ; and further, 
though not unmixed, advantages in requiring that shares shall be 
of a certain minimum amount, in order, as a director of the Dresdner 
bank exprt«scd it,’*^" to confine investments in stocks of companies 
... to people of m(;ans and responsibility, . . and in order to 
restrict speculativi^ operations by jx'ople of small means. English 
law is little concerned with this. In 1891, for example, a company 
was registered in England with a capital of 9,600,000 shares of Jd. 
each, the total actually subscribed being i|d. ; and there seems to be 
no legal obstacle to a similar issue at the present time. French law 
regulating the formation of public limited companies is ntuch more 
stringent. It requires ; that the nominal valui; of shares shall be 
at least 25 francs ; that tin; authorized capital shall be subscribed 
in full; that 25 franc shares shall be fully paid up and that at least 
one-quarter shall be paid up on shares of larger denomination. 
In Germany, the shares of such companii:s must bo of a minimum 
nominal valui' of 1000 marks, though this limit may be reduced 
to 200 marks in certain sjx'cial cases. Except when the promoters 
take up all the shares themselves, the company is not legally formed 
until the whole of its shan^ capital has been subscribed and fully 
paid. 

A further point of difference lies in the fact that English law 
is content to entrust the financial stability of a public joint-stock 
company to the ability and integrity of its directors. Both France 
and Germany, on the other hand, require that 5 ptT cent of the 
annual net profits shall be placed to reserve until the company has 
accumulated a fund equal to 10 peT cent of its nominal capital. 
German law goes further; it compels the company to make pro¬ 
vision for the dejireciation of fixed assets, and to write ofi formation 
expenses ; such expenses may not, as in England, be included among 
the assets in its balance sheet.™ 

It is difficult to believe that among these and other legal devices 
of foreign States there is nothing which coidd be adapted to improve 
the company law of this country, more especially as our law, accord¬ 
ing to Prof. Foxwell, " is less e.xacting in its safeguards than that of 
any other great business community, except, perhaps, the State of 
New Jersey.” How urgent the need for amendment is, mast be 
judged partly by one’s confidence in the power of’freelv developing 
organizations to eliminate, themselves, their moral and technical 
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defects, partly by the magnitude of the social evil awaiting remedy. 
Various estimates showing immense losses falling on the pubUc 
from their association with joint-stock companies are given by Dr. 
Stamp in his British Incomes and Property ; but his criticism of 
these figures is too thorough to make it necessary to .quote them 
here. Some idea of the magnitude of these losses may perhaps be 
derived from a Board of Trade return ** showing that in 1896 no less 
than 1261 companies went into liqnidatioTi, involving a loss incom¬ 
pletely estimated rji m. Tlie full loss, amounting, perhaps, to 
£21 m., is large and ut , urse n l.iles only to eomiianies actually 
wound up ; but it is less (luin li (x r n nt of the /1500 m. at that 
time invested in joint-stock rnnipauic s anil exiiosed to the ordinary 
risks of business. 

The manner in wliich losses of this kind may oeciii is shown by an 
article in the Investor's Monthly Maniuil,*'- which distinguishes two 
kinds of prosjX'ctus : those expressing a demand lor capital, and 
those res] 5 onding to a public demand for shares. It says, " The 
typical boom comjiany, as we have pointed out, sees the h(^rt only 
because the public is on the (eed ; the proix rties are bought uj) from 
their original owners by sj^idic.ites which know very little about 
them, and are probably inca]>able of judging their true value ; the 
S}mdicates are eager to buy, and as tlu re are many promoters in the 
market all pursuing the same objn t, they an' likely to pay a fancy 
price for whatever they acquire. Then they have to make their own 
profit, which increases the 1 apil.diz.itior,, and so by the time the 
property is in the hands of the public it is valued at a veiy generous 
figure.” 

The impression given by these v.iiious ((iiisiderations is borne 
out by the opinion expressed by ,1 strong committee apixrinted in 
1905 “to inquire what ameiidments an- neressaiy in the y\cts 
relating to Joint-Stock fompaiiies. . . " We have already 

expressed an opinion," they say, "that the number of companies 
into the management or formation of which fraud enters is small in 
comparison with the number of sound undertakings registered and 
worldng under the Acts, and this being so, the dishonest director 
is the exception. We think that nothing could txr more un¬ 
fortunate than that provisions designed for checking and inmishing 
dishonesty or gross negligence should be turned into an engine of 
oppression for honest and prudent men.”M This opin- n may be 
supplemented by that of Sir K. B. Palm, r, one of the highest legal 
authorities on the subject. He says, “ . . the provisions of the 
Ail [of 1908], interpreted and supplemented by the many .'mportanc 
decisions of the Courts, . . . form toget her a comprehensive and, in 
most respect?, adhiirable system of law ... a system whifh con¬ 
trast^ very favourably with the complicated formalities and the 
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hard-and'fast regulations and restrictions imposed by not a few 
foreign systems of law in regard to companies and co-operative 
enterprises. Unlike these systems, the policy of our law has been to 
accord the utmost liberty in regard to the formation, the carrying 
on, and the dissolution of companies; and although this freedom has 
at times been abused by unscrupulous persons for their own ends, 
necessitating the intervention of the legislature, such abuses are 
but an insignificant item in comparison with the vast anvjunt of 
honestly formed and honestly managed companies.” 

In this discussidn we are dealing with vague ideas. The evils of 
fraud merge gradually into those of superior bargaining power, 
and these evils pass gradually into those of excessive marketing 
expegises. Although the number of fraudulent companies may be 
only a small proportion of the whole, there is a much greater 
number in whose flotation an unduly large fraction of the public 
subscriptions is absorbed by the agencies composing the market. A 
part of this capital is diverted to promoters, vendors and other 
parties as a result of the superior bargaining knowledge which 
enables them to sell propxirtics far above their investment values. 
This is undoubtedly an evil, but it is mi:inly a transfer rather than a 
destruction of wealth. A second part of the capital lost by the 
public has a greater social significance, for it is entirely dissipated 
in the excessive marketing costs often necessary to persuade the 
public, rigidly or wrongly, of the worth of the venture. 

It is only to be expected that the costs at which a small industrial 
venture obtains its capital thiough this market should be rather 
heavy. It is demanding capital from a public which knows nothing 
of it, and is offering as security only its prospt^ctive earning power ; 
in addition, therefore, to the expense's of its formation it must expect 
to pay heavily for the advertisement by means of which it can 
effectively present its case, and for the borrowed reputations of the 
broker and other parties by which that case is supported. Further, 
this particular method of obtaining capital by way of a public offer 
of shares involves risks peculiar to itself, for if the issue fails it caimot 
in general be repeated ; the venture stands or falls on this chance. 
The company must, therefore, usually be prepared to insure against 
this risk by paying an underwriting commission. 

“ The cost of an issue,” says Mr. Lowenfeld, ” depends entirely 
upon the number of prospectuses sent out, the amount spent on 
advertising, the fees paid to the bank which receives the applications, 
to the brokers, solicitors and accountants whose names appear on 
the prospectus, and the cost of the underwritinfj fee. These ex¬ 
penses are very heavy in any case, and hardly gjfer amount to less 
than I2000 even on a hiodest issue. But as there arc some firms of 
brokers and solicitors who consider themselves but poorly Vemuner- 
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ated by a fee of xooo guineas for merely giving the i»omoteia the 
right to print itheir name on a prospectus, their work and out-of- 
pocket expenses being paid extra, and as it is quite easy to spend 
£5000 on advertising a prospectus, the cost of launching som^uues 
very considerably exceeds the smallest sum which,can be ex¬ 
pressed in five figures. Whenever the issue is large this does not 
matter, as even £25,000 is only 2} per cent of £i m.; but on 
small issues of £50,000 or £100,000 the expense is proportionately 
burdensome." “ 

Mr. Lowenfcld’s opim.-n seems to be a fair suitement of pre-war 
marketing costs; his figures must,of course,be incr( ased in adaptation 
to post-war conditions. A general figiiic representing the average 
cost of marketing industrial securities would evidently have little 
meaning, by reason of the wide diffi rences in tlu' size and reputation 
of the companies and the market conditions at the time they were 
floated ; but certain gcm ral inferences may be drawn. 

It is clear that the smaller, the more obscure, and in general 
the more wortliless the undertaking seeking capital in this^narket, 
the heavier arc likely to be the expenses of tin' advertisement by 
which the public is persuaded to subscribe, and the underwriting 
commission by which the issue may be insured against failure. An 
idea of the pressure exerted by the opportunities for deception may 
be seen in the rates paid for untlerwritiug, which amount frequently 
to 10 per cent, sometimes to 25 [>er cent and occasionally to more 
than 50 per cent on the jrortion of the issue underwrit ten."* Further, 
while the costs of marketing tlie stoi ks of tlie smaller and more ob¬ 
scure undertakings may form a heavy duluction from the capital 
subscribed by the public, thosi' involved in the marketing of large 
issues of sound industrial storks and gilt-edged securities may 
constitute only a very small fraction of the capital supplied. From 
these facts, and the circumstances that the opportunities for over¬ 
valuation are much smaller in the latter than in the former kind of*' 
issue, we may infer that the English markr t for new Stock Exchange 
securities is much better adapted to supply capital to such bodies 
as foreign states, railways and other large undertakings than 
to meet the demands arising from small industrial ventures. But, 
while it may be admitted that the market is most efficient in supply¬ 
ing large quantities of capital to reputable, bodies, it musf. be recog¬ 
nized that its wastefulness in meeting the needs of sm..!'er ventures 
might be largely remedied by the di vilopmcnt of strong inter¬ 
mediary organizations, and that, even without these organizations, 
it performs an i^’portant service in making capital rvailable tor 
risky commercial and industrial experiments at home and abroad. 
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THE MARKET FOR OLD STOCK EXCHANGE SECURITIES 

W HEN securities have once been sold through the 
agency of the Issuing Houses, the Company Promoter 
and so on, they depend for their subsequent marketa¬ 
bility upon the organization which it is the business 
of the present chapters to discuss. This organization extends 
throughout the entire country, varying in form from the highly 
developed market to the informal arrangements of the country 
broker hnd auctioneer. 

At one extreme is the vast organization of the London Stock 
Exchange, perhaps the most highly .jpecialized market in the 
world. About it, as about the New York, Paris and Berlin Bourses, 
is a market composed of “ outside ” dealers, uncontrolled by the 
regulations affecting members of the organized market. “In 
London,” says Mr. Powell, “. . . the honesty and substance of 
some of the big 'outside ’ firms are beyond question,” but they 
are, perhaps, not so representativi! of this market as are the “ bucket 
shops ” and similar firms who, having no reputation to lose, use 
their superior bargaining knowledge without restraint to make 
gains at the public loss. As an illustration of the activities of 
this market Mr. Powell may again be quoted. Speaking of 
securities unquoted on the Stock Exchange he says, " At the 
moment [iqio], for instance, there are something like 200 
slq^ting rink enterprises, with capitals of less than £20,000. . . . 
Where there are many shares of a particular class, e.g. the rink 
shares already mentioned—an enterprising broker here and there 
will constitute himself the market in them. If he is an ' outside ’ 
broker he will send out circulars by the thousand, offering to buy 
or to sell. These shares form in truth the bulk of those quoted 
by the great financial dailies.” 

Next in order of development come the large Provincial Stock 
Exchanges at Manchester, Sheffield, Newcastle, Cardiff and some 
fourteen other important centres. Large absolutely, these markets 
are small comparatively; the membership of tl^e Liverpool Ex¬ 
change, for example, being 150, or about that 'of London; 
further, there is no technical, though there is a partial practical, 

3*0 



THE MARKET FOR OLD SECURITIES 2»i 

distinction in these market^ between the broker and the Jobber. 
These Exchaijges deal mainly in such securities as local industrial 
and municipal stocks. Not wholly, however, for Glasgow, largely 
a speculative market, deals widely in Oil shares and Birmingham 
is an important centre for Cycle and Rubber Tybc Stocks. 
Sheffield deals especially in iron, steel and coal securities; 
Manchester with textiles. Quotations in these markets depend 
mainly^on local information with regard to industrial conditions; 
they do not vary, , - qilt-edged securities and debentures do. 
with monetary and pol.i-.al conditions, nor rio they take their 
tone from London.** 

Some of the smaller Exchanges, c.g. Oldham, exist mainly as 
centres at which brokers meet weekly to compare prices pre¬ 
paratory to the issue of the Stock and Share List, most buying and 
selling being done oft the Exeliange by individual negotiation. 
By means of the telephone linking biokers with one another, the 
whole of t'he North of England -.eems to be practically one market 
for many of the securities in which it is interested. • 

Finally, there are the smaller Provincial towns where there 
is no price list and tie- nyrket is formed by uni' or more stock 
and .share brokers, who may, peihairs, rombine this work with that 
of an estate or insurance agent. The work done by these brokers 
is limited, in some parts of the country at least, to that of finding 
a buyer or seller in response to a ucpiest from a customer to sell 
or buy. In res]X)nsc to a request to dxd in some local security 
they would perhaps give a quotation, but their customer might 
have to wait long for the discovery of another party willing to deal 
in the opposite direction. A supplement to these facilities is found 
in the public sah.' of securities occasionally arranged by firms of 
auctioneers. 

It may not be assumed that this organizjition, extensive as 
it is, enables all securities, (u e\en any very large proportion of 
them, to be readily marketed. Even on the London Stock Ex¬ 
change, as is well known, the quotations of many s(curities arc 
only nominal; they have no artiv maiket and can be dealt in 
only at a considerable sacrifice in price. Provincial markets 
are naturally far less effective ; many small but sound local in¬ 
dustrials can neither be bought nor sold within any reasonable 
margin of price or period of time ; the holders of ■ur’ securities 
are often, in this respect, in a position litrie better than partners 
of the business; and they must normally be paid a high rate of 
return to compensate them fur their inability to recover tbeii 
capital at will. According to Mr. Lowenfeld, “ There are over 
35,000 invest,7u;ills in Great Britain, of v.hich only about 5000 
are officioUy quoted on the British Stock Exchanges, and of all 
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these less than 400 have at any time a free market. These 400, 
however, are constantly changing, some dropping ojt and others 
taking their place.” »• 

In discussing the organization for marketing old securities, 
therefore, it^is very necessary to bear in mind that the conditions 
in which the majority of securities are bought and sold are very 
different from those found in the London market. In the following 
pages the discussion will be limited to the conditions of the London 
Stock Exchange, because the characteristics of the market are 
naturally most clearly seen where its organization is most highly 
specialized ; but this limitation is made on the understanding 
that London is regarded as representative, not of the organization 
as a whole, but of its most highly developed form. 



CHAPTER XXXV 


THE :ONDON STOCK EXCHANGE 

^HE pictorial wiitingsof Mr. Hartley Withers, Mr. Duguid 
and a host of other writers niaki' it more than unneces¬ 
sary to give any descriptive account of the London Stock 
Exchange. All that is reqniied here is to indicate some 
of the general characteristics of the markit. and those features 
of its organization which are essential to an understanding of its 
functions. The details of this organization an* more conveniently 
dealt with in the following chapters, where the operations'of the 
speculator are examined. No account is given heri; of the effect 
of the temporary restrictioys laid on the market during the war; 
for there seems every reason to supjxrse that thr* last of these 
restrictions will be removed Ix fore long and that the nature of its 
operations will remain substantirdly that of pre-war days. 

It has already been noticed that although the Stock Exchange 
is ancient in origin, its principal development, like that of the 
railway, has taken place during the course of tin* last liundred 
years. The growth of the London Slock Excfuinge during this 
period has been encouraged by a freedom from legal control which 
is in sharp contrast with the rigirl State regulation of the Berlin 
and Paris Bourses, and by the imrnerrsi' volume of our foreign 
investments which largely determines its character as an inter¬ 
national market. In sjxculative activity and in turnover it is* 
surpassed by the New York Exchange ; Imt in size, measured 
either by the number of its memlx is or the volume of the securities 
in which it deals, it exceeds that of any other market in the world. 

The London-Stock Exchange, although a unified body, soon, 
perhaps, to be under the single control of a committee of manage¬ 
ment, is more conveniently regarded as a group of markets; for 
it is subdivided into groups of jobbers, each group jccializing 
in a comparatively narrow range of securities and “ making a 
market ” in them by their willingness to buy or sell a reasonable 
ainount in respontip.^to the demands ol the expert agepts of the 
public—the broxers. These sub-markets arc connected with one 
another; paptly'by a psychological affinity, for they rft'e all 
formed by groups ol men subject to the contagion of depression 
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or optimism; partly by the fact that money forms one side of 
every transaction throughout the Exchange; so that a variation 
in money rates is likely to affect all the sub-markets in the same 
way, though, no doubt, to a widely different extent. But in 
spite of these common influences the various sub-markets are 
largely independent of one another, for the characteristics of each 
are naturally determined in the main by the nature of the securities 
in which it deals and the temperament of the particular group 
of the public whose operations it carries through. The incidents 
of the market for municipal stocks or similar investment securities 
necessarily differ very widely from those of what Mr. Withers 
could once call the “ boiling whirlpool of the Kaffir Circus.” 

Bearing thes(> differences in mind, let us pass on to consider 
the iunction of the Stock Exchange as a whole; let us endeavour 
to distinguish the economy which it effects in the social organiza¬ 
tion, and the principal conditions on which the efficiency of its 
work depends. 

This economy may be expressed in several ways, each of which 
is useful in its own fic'Id. We may begin by recalling a general 
conception expressing it in terms of a reduction of the efforts and 
sacrifices involved in the supply of capital. The market for new 
securities, as already noticed, links tlie group of capitalists who 
possess capital, with the group of business men and other parties 
who employ it. By means of this market capital is carried from 
one group to the other ; and, as a result of its activities, there 
remains in the hands of one group a vast amount of capital, and 
in the hands of the other group a corresponding amount of securities 
involving a continuous supjrly of Waiting and Risk-bearing. The 
organization of the Stock E.xchange ties within this latter group of 
capitalists, and its work consists in facilitating the transfer of 
securiiies among the members of the group. These facilities for 
the rapid and conva-nient exchange of securities yield an important 
^social economy ; they enable tin- burden of Waiting and Risk¬ 
bearing to be coTitinuously shift<td from one capitalist to another 
in accordance with the exigencies of his particular circumstances; 
they enable this burden, therefore, to be continuously shifted to 
those who from time to time are most willing to assume it and will 
bear it at the lowest price; in other words, they lower the real 
costs of maintaining outstanding the stock of capital transferred 
to other parties by the market for new securities, and consequently 
lower its supply price. It follows that by means of this organiza¬ 
tion each capitalist is enabled to supply cqpb^l in the quantity 
and for the period which is most convenient to him. Accordingly, 
by slightly shifting the point of view, we may regard the Stock 
Exchange as a device which adds together small quantities and 
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short lengths of capital, and by increasing the quantity coining 
forward lowers its supply price. 

In case these genei^ conceptions may appear to be rather 
remote from actual practice it may be as well to connect the two 
by retracing the argument from the basis of particulas operations. 
TTie Stock Exchange facilitates the exchange of securities. By 
enabling securities to be bought quickly and cheaply it encourages 
investrqent, and so increasi's the quantity of capital coming forward. 
By enabling securiii s to be sold quickly and cheaidy it relievts the 
investor from most of tl. insecurity to which ilc would otherwise 
be exposed in supplying capital for uses troiii whii h it cannot readily 
be withdrawn. This last consideration is isin cially inqrortant ; 
for the purchase of new securities gi lKually involves the supply of 
capital for very long jH-riods, and it is only reasonable to suppose 
that but a small part of this capital would be supplied were it not 
for the work done by thi' Stock Exchange in enabling the investor 
to recover the market value of his security, not from the party to 
whom he has suppliiul his capital, but from some other parfy with 
resources available for investment (cl. p. g^). The imjxrrtance 
of this consideration ir, illn*trated by the fact that tlu: control of 
the Treasury over the issue of inwv securities during the course of 
the war has been exercisrd solely by withholding the advantage of 
quotation and, tlKuefore, of |)urchas<^ and sale on the Stock 
Exchange. 

The Stock Exchange, the market for old securities, is then an 
organization within the groiq) of capitalists, intimately connected 
with the market for new securities lying between the group of 
those who supjily capital and the gioup of those who employ it. 
It may be regarded as a device f(ii reducing the re.il costs of supply¬ 
ing the Waiting and Risk-bearing associated with the outstanding 
stock of capital ; or as a d( vice for making short lengths and small 
quantities of capital available in largi' amounts for long pr riods; 
or as an organization providing particular advantages to individp*' 
buyers and sellers ; but in all cases its ultimate social economy 
may be expressed in the same terms, namely, in its influence in 
lowering the supply price of capital. 

The work done by the Stock Exchange in lowering the supply 
price of capital depends then on the elTidency with which it facili¬ 
tates the transfer of securities ; this efliciency, in its turn, dej^nds 
on a Set of conditions which we have now to examin.;. 

It must be noticed, in the first place, that the efficiency of the 
market is to be (n^esured, not simply by its effects in fc.cilitating 
the exchange of securities, but by its effects in facilitating their 
exchange at aMile. An investor who wish'ts simply to buy or sell 
can do sb, if he chooses, without using the services of the market; 
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he has only to offer a sulficiently attractive price and he will at 
once call forth sellers or buyers. But if he wishes, as of course he 
does wish, to buy or sell at a price as close as possible to the true 
value of his security, he is likely to find it difficult, if not im¬ 
possible, immediately to find a party with whom he can deal. It 
is evident, therefore, that the efficiency of the market must be 
measured by its effects in enabling securities to be quickly and 
cheaply bought and sold at prices as close as possible to tljpir true 
values. 

This definition St once raises the question—What is the " true ” 
value of any security ? It seems safe to say that theory can give 
no perfect answer to this question ; for liuman valuations depend 
on iqatiy unstable influiuioes, and philosophers arc unlikely to agree 
in the selection of those which do and those which do not affect 
“ true ” value. If, for (example, a short sjx;ll of dull weather 
makes risk-bearing more onerous and momentarily lowers the 
market price of speculative securities ; or if the small possibility .of 
exceptfonally largo dividends from mining securities, by exercising 
an influence on the invistor's mind out of all proportion to their 
actuarial vahu!, causes the value of sue! securities to be maintained 
at an unreasonably high level ; or if sympathy with a belligerent 
State rais« the value of its stocks ; should these causes be reckoned 
among those which determine what one vagiuly conceives as the 
true value of those securities ? But if perfect accuracy of concep¬ 
tion is unattainable, an approximation sufficiently close for present 
purposes may, pt-rhaps, be reached on the assumption that the current 
price of any security should correspond to the actuarial value of 
its prospixtivc yield as estimated by well-inform(.‘d market opinion. 
In other words, its price should be such as would give the purchaser 
a reasonable expectation of obtaining a return equivalent to the 
net rate of interest, plus normal earnings of management for the 
business ability exercised in undertaking the risks and trouble 
.involved in the investment.*® 

If the market price of securities were determined on this basis 
it would be broadly true that no stock would ever be " dear ” or 
" cheap ” to purchasers in general. The investor, buying at random 
consols or rubber shares, would know that in the opinion of the 
market his purchase would yield him a normal return on the services 
he would be called on to supply ; and his choice between one security 
and another would be determined almost entirely by his capacity 
and inclination to undertake the requisite work of management. 
This conception is no more than an approximation. It leads to 
a definition of the "true ” value of a security as a price such that 
the investor may reasonably anticipate a return eqnal to the sum 
of the supply prices of pure Waiting, and of the busineSs ability 
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employed in management (cf. p. So). That being so, let us cal) 
this price the investment Value of the security and estimate the 
work done by the Stock Exchange in terms of its efficiency in 
facilitating the exchange of securities at prices approximating as 
closely as possible to their Investment Values. 
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THE LONDON STOCK EXCHANGE (continued). 


^HERE lippear to bt; two main conditions which deter¬ 
mine the ability of the market to facilitate the exchange 
of securities at prias approximating closely to their 
, investment values ; th<; first is the number of people 

whom it brings into business contact ; the second is the nature 
of these p(;ople, in particular tlu^ir reasonableness and financial 
strength. 

It is clear that the larger the number of people whom the maifet 
brings into busiinss relations with one another the smaller is the 
price change necessary to call forth a buyer or seller in response to 
a demand to sell or buy, and the smaller, consequently, is the 
divergence from investment values due to difficulties of marketing. 
In actual practice the advantage of largi; numbers shows itself in 
the form of a narrowing of the jobber’s “ turn ” ; for the greater 
the number of people composing the market for any security, the 
greater is the jobber's assurance that lie will bi^ able readily to 
■' undo his bargain ” and complete: his operation, and the narrower, 
consequently, is tlu- margin between the prices at which he is 
prepared to deal as buyer or seller. It is a commonplace that 


securities which form part of a large issue, and are dealt in readily 
at a small margin of price, maintain a higher average value from 
their easy marketability. On the other hand, investors are natur¬ 
ally rather shy of small issues ; partly, perhaps, because they cannot 
iJwy readily, l)ut mainly because if a change in their circumstances 
requires them to sell out quickly, they cannot do so without an 
appreciable sacrifice in price. A small market in any security is 
likely, therefore, to result in a twofold tendency for the price of the 
security to diverge from its investment value : the price will be 
easily driven up and down by the individual pressure to buy and 
sell, and the average price will be depressed by difficulties of market¬ 


ing. The same conclusion may be expressed in positive terms 
by saying that a large market, by increasing the volume of dealing, 
lowers the costs of marketing, and by so doing maintains prices in 
closer confromity with investment values. This consideration is 
no doubt partly responsible for the growing practicfson the part of 
murricipalities of raising money by way of collective public issues. 
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The organization of the Stock Exchange contributes directly to 
increase the nombers in the market; for it brings into business 
contact with one another both people who are separated by space 
and people who are separated by time. The Jobbers who form, 
as it were, the core of each of the markets on the Lqndon Stock 
Exchange, arc usually prepariKl to buy or sell on demand, subse¬ 
quently undoing their bargain by dealing eithel with a second 
party who is already in the market or with some party who may 
appear in the mark, t at a later date. By way of illustration we 
may suppose that an inv. itor sells a stock, through his broker, to 
a Jobber who deals in that particular security. If the Jobber 
resells that stock on the same day to a broker representing a second 
investor we may regard his operation as one linking two investors 
separated by space. Btit if he is unabli' to find a jrarty to whom 
he can sell immediately, hc^ must carry tlu’ stock until a second 
investor appears in the market in the form of a buying order through 
nis broker ; and the operation of the jobber must, then, be regarded 
as one linking two investors separated not only by space but also 
by time. 

But although the orga»iization of the. Stock Exchange is an 
important influence in widening the markit, the numbers of people 
in any particular market must be larg( ly determined by other 
conditions. As already noticed, the qu.intity of a security itself 
affects the size of its mark(d. Its quality is hardly less important, 
for a speculative rubber issue is likely to draw into its market a 
much larger number of the public than a sound debenture stock of 
similar amount. So, too, with regard to the denomination of the 
security ; an issue of £l shares is likely to be; mon^ widely held than 
a similar issue of shans of £5. Moreover, tlu; size' of the markets is 
influenced by more general conditions, such as the de.velopmmit 
of the tape machine, the financial pnss and other forms of com¬ 
munications, the wealth of the populalron, their tendency to sirecu** 
lation and their taste in investmeirt. 

The efficiency of the Stock Exchange depends to a consideralrle 
extent upon the numberrs of people whom it brings into business 
relations with one another ; but it deironds, perhaps, even more 
upon the quality of these people. For if securities are to be ex¬ 
changeable at or near their investment values, the market mast be 
able to maintain prices against buying and selling iires.-,urc which 
originates in undue optimism or depression ; it mast be able to 
protect the current pricis; of securities ag,ainst fluctuations due to 
influences other ‘.hav those which rightly enter into the deter¬ 
mination of their investment values. 

The comprsition of any particular ma’^ket is naturally‘deter¬ 
mined largely by the nature of the security in which it deals; 
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sound stocks which yield a steady return attracting the conserva¬ 
tive investor; risky securities of more uncertain 5aeld attrax:ting 
the more speculative raembess of the public. But, given this 
general condition, the power of any market to prevent prices from 
being driven above or below their true level necessarily depends 
on the character of the particular group of whom it is composed ; 
the more largely it is composed of people whose operations are 
governed by emotion and limited by financial weakness, tjie more 
likely is it to be a weak market with an unstable level of price ; 
on the other haiid, the more largely it is composed of strong 
capitalists, whose operations are governed by intelligent estimates 
of future yields, the more likely it is to be a strong market with a 
level of price conforming closely to investment values. 

Ihese general considerations arc developed more fully in later 
chapters ; at the moment we need do no more than indicate the 
manner in which the efficiency of the market is influenced by the 
operations of some of the different types of pcjople who cf&nip« Uittr" 

There are considerable numbers of people among the general 
public who dabble in speculative securities with practically no 
knowh'dge of their value and with very limited resources. The 
mere fact that the price of a security is rising causes them to buy, 
a kind of herd action which operates cumulatively and drives prices 
higher still. When the reaction comes and price falls, the limited 
extent of their resources, reinforced perhaps by a touch of panic, 
compels them to sell, and general selling drives price rapidly down¬ 
ward, perhaps far below its true level. Such operations may in¬ 
crease the activity of the market in the same way as large numbers 
do, but their influence on price is disastrous, and their net effect is 
undoubtedly to lower the efficiency of the market. In sharp 
contrast are the operations of Trust companies, financiers and other 
parties with an intimate knowledge of securities, and the resources 
‘ wnich enable them to retain their holdings of a stock during a 
^p^iod when its value may be unduly depressed. The operations 
of parties of this kind contribute directly to the efficiency of the 
market; for, by their willingness to buy securities when their 
prices arc unreasonably depressed, and to sell securities when their 
prices are unreasonably raised, they increase the power of the 
market to resist pressure of buying and selling which is unjustified 
by the facts of the situation, and to maintain prices at levels more 
nearly approaching investment values. 

- Finally, there is the work of the jobber, acting in response to 
the publk demand or on his own initiative through his hands all 
operations pass; and on his ability and financial strength the 
efficiehey of the market is largely dependent.*! ’ „ 

A minor influence affecting the work of the market fe that of 
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the supply of money. As is well known, very large sums are 
borrowed by ^he public mainly to finance their speculative opera¬ 
tions, that is to say, xo enable them to buy and hold securities 
in anticipation of a rise in their values. This money is obtained 
partly by direct borrowing from the banks and other parties with 
disposable funds, partly from Stock Exchange firi^is who lend 
their own money and also money which tliey obtain from banking 
and other sources. The groat scale on whicli their borrowing is 
undertaken is pai ti-.lly indicated by a return made in October 1914, 
which, it is btdieved, siio e. d that at that date the loans outstan^ng 
in the hands of London block Excliange firms amounted to no less 
than £81 m. The volume of securities held by means of borrowed 
money no doubt varies widely from time to time, but it is clear that 
the average volume mirst b(> very large iiuh'ed. 

A rise in Bank rate or any other cause tending to contract 
the supplies of short-loan money necessarily curtails these opiTa- 
and'depresses the prices of securities, while a change in the 
opposite direction gives a lift to m.arket prices. The great insta¬ 
bility of rates on the London money m.irkr t must then be reckoned 
as a cause, though not p(|lia]rs a very important one, tending to 
affect adversely the efficiency of the famdon Stock Exchange. 

Before passing on to consider in mure detail the influence of 
the speculator on the etficieiicy of the London Stock Exchange 
wc must notice a secondary consequence of its work in increasing 
the marketability of the securities in whii h it deals. This inenased 
marketability strengthens the position of individual business men, 
for it enabli's them in time of einerg< ncy to borrow readily on tlw; 
security of their invrstments ; and it slrwigthens the jxisition of 
a country as a whole, for it enables the negotiable security to be used 
as a means of making international payments during prrriods of 
difficulty arising from such causes as an adverse bakince of trade or 
the exaction of an indemnity. 
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SPECULATION ON THE LONDON STOCK EXCHANGE 

a 

I N order to estimate the social importance of any productive 
operation it is necessary to make a distinction between that 
direct product from the sale of which the entrepreneur defrays 
fiis exjx-nses of production, and those indirect effects, in¬ 
cidental to the opmation, which fall upon society at large. These 
incidental effects associated with an undertaking may be good or 
bad ; on the one hand, the extension of a tramway systiaMBay^"^ 
increass. the value of the land through which it runs ; on the other, 
the construction of a chemical factory may lower the rents of 
buildings in its neighbourhood. In sojar as such effects do not 
enter into the calculations of the entrepreneur, they must be 
separately estimated and their value added to or deducted from 
his direct net contribution in order to find the social importance of 
his operation. 

In the oix;ration of an ordinary business, let us say a parcels 
delivery company, it isc^asy to distinguish between the direct service 
of transport, from the sale of which the company draws its profit, 
and those incidental effects, important in social if not in individual 
accounting, which arise from the deteriorating influence of the 
occupation on the industrial capacity of the van-boys employed. 

In the ojx-ration of the sptxuilator these various effects are far 
fc^.e obscure, and the essential nature of the operation is itself 
not readily distinguishable. It wilt be convenient, therefore, to 
-"*^app'iy to the work of the sp<'culator those criteria by which the 
social importance of industrial ojxmations generally may be esti¬ 
mated. By so doing we can bring this work under the general 
. analysis of productive oix>rations, distinguish the essential 
nature of the speculative service, i.e. its direct product, and make 
some estimate of the incidental effects which accompany the 
operation. , 

Tlie view adopted here is that the direct product of a specu- 
' lative operation, that is to say, the service which the speculator in 
effect sells to the public and from which he draws his profit, is an 
act of trading through time • and that the moSt important in¬ 
direct effects incidental to this operation are (i) the effect ^hicb he 
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produces on the level of prices, and (2) the deteriorating moral 
effect of the occupation on the parties concerned in it. 

These criteria will Be examined in that order. As they stand 
they fcam a comparatively simple analysis. But the good and evil 
effects arising from speculative operations are intermingled very 
finely; they vary within these main groups in accordance with 
minor causes; and the distinction to which they seem to corre¬ 
spond most closely is that between the skilled and the unskilled 
speculator. The miLftor is therefore complicated a little further ; 
for each of these main t, >teria must be cofteidt'.od first in lelation 
to the speculator who is able to some extent to anticip.ate the 
future, and secondly to the speculator whose oixuation is based 
rather on temperament than knowledge. 

Before taking up the main argument let us consider ior a 
moment the environment in which the s])eculator op<‘rat(s. To do 
so involves a repetition of what has already been repeated ; but 
ir so entnplicated a matter as this it is [)erhai)s more inconvenient 
to make a simple reference to the argument of a previous chapter 
than to restate that argument briefly in a manner which brings out 
the points most essentia' tojhe present discussion. 

We are concerned primarily with s]xculative op’rations in the 
market for negotiable securities, a market which consists of two 
parts ; the first deals with the creation and sale of new securities 
and links capitalists and entri'preneurs ; the second deals with 
these securitic-s at a later stage and cmisists simply of facilitits? 
by which those old securities an' interchanged among capitalists. 

It may be noticed that in the first part of this market the 
speculator acts to some extent as an unpaid underwriter. He 
operates as a "stag,” buying the shares of, let us say, a new joint- 
stock company in the hope of selling them at a profit at a later 
date. It is true, mon- es|X'cially wlien working with borrowed 
capital, that his prospetive sales form an elem<tnt of weakness ift' 
the market for these shan s and may cause larnaging fluctuations in 
their price; and, indeed, special devici-s are somrdimes adopted 
to exclude him from paiticipation in new issues (cf. p. 198). 
Nevertheless, his' initial purchases must in many case's yield a 
service to the market inasmuch as they imable the company to 
obtain more easily the capital which it is seeking. Howi ver, the 
point is an unimportant one and need not bo pursue', further. 
Henceforward we need to concern ourseh/es only 'vith the work 
done by the speculator in connexion with the securities already 
issued to the public, i.e. to the old securities dealt with by the 
Stock Exchange. , 

The work of Hiis second part of the market, the Stock Exchange, 
cdi&tS' simply in making securities more readily marketable. 



THE.ENGU8H CAPITAL MAHKET 


834 

It gives rise, therefore, to a twofold economy. By facilitating the 
purchase of securities it tends to increase both savipg and invest¬ 
ment, and consequently draws into the maWcet increased quantities 
of the capital held by the public. By facilitating the sale of securi¬ 
ties it relieves capitalists who buy new issues from those risks which 
would otherwise arise from their inability to recover their capital 
at a later date should they wish to do so; in this case also, there¬ 
fore, it inaeases the quantity of capital available for prodyction or 
other uses. The point to notice—the only point which this re¬ 
petition is intended to emphasize—is the fact that every increase 
in the efficiency of the Stock Exchange may be expressed objectively 
as an increased marketability of stocks and shares, as an additional 
utility imparted to these stocks and shares, which reacts on the 
5 up{Jiy of capital, lowering its costs of production and consequently 
its supply price. 

With this point in mind we may pass on to consider the direct 
product of the speculator. 



CHAPTER XXXVIII 


THE DIRia r PRODUCT OF THE SPECULATOR 

I F the oix'ralion of the speculator is to lx: brought into line 
with that of any other prcKhidiun process it is essential first 
to distinguish his net product, tliat is to say, the service which 
he produces and which society buys from him. » 

It seems clear that the o|X'ration of the sixculator is closely 
symmetrical with that of the trader, and that in ('ach casi: it consists 
■' csse’itvpj'yin an act of transport. The tyijiral work of the trader is 
to buy goods in one place, carry them (or the title to them), ind sell 
them to fx-oplc situated elsewhere. His o]X‘ration consists essen¬ 
tially, therefore, in an a:t gf transixirt Ix tween two points of space, 
bounded at one end by a purchase and at the other by a sale. 
Similarly, the typical undertaking of the sfxculator is to buy goods 
from people at one time, carry them and sell them to jx:ople at a 
later (or earliet) date. His op-ration may he said, therefore, to con¬ 
sist essentially in an act of trarsix)rt between two points of time, 
terminated by a purchase or a sale. It is tnic that in the sale of 
options and in some transactions on the Produce Exchange, his 
work is narrowed down to the bearing of risk, and that in deliberate 
manipidation his operation is widened to include a calculated 
disturbance to prices ; but these instances need not prevent our 
adopting his typical oix-iation as the basis of the argument. 

It does not follow that anyone wIkj buys and sells between ivto 
points of place or time is by that fact a trader or six-culator. Tlrat 
would be the case only if the purchase and sale were Ixiund togfthcr 
in one operation undertaken for the purpisc of piofit. When, for 
example, a person buys railway stocks for the interest they yield 
him, holds them and finally sells, market language classes him as an • 
investor. If, however, he had undertaken the op:ration m antici¬ 
pation of a profitable difference between the buying and s: liing price, 
market language would usually class him as a speculator. It is 
not entirely satisfactory to let the distinction turn on a question 
of intention; but siich a course is, perhaps, better than its alter¬ 
natives. We may, therefore, define the speculator as one who carries 
between two .odlnts of time with a view to profiting from'a price 
difference between the two exchanges bounding his operatioa 
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This operation of carrying is the essential part of the speculator’s 
work whether on a Produce, or a Stock, Exchange; l)ut the public 
advantage to which this opesation gives rtee appears in the two 
markets in a somewhat different form. When s()eculators on a 
Produce Exchange carry cotton during the interval between the 
dates of harvest and manufacture, they relieve farmers and manu¬ 
facturers of risks which these parties would otherwise have to bear 
themselves. They specialize in risk-bearing ; in effect, they jell their 
service to farmers and manufacturers in exchange for an anticipated 
price difference ; a/id they do so at a price which is less than that 
at which these parties arc prepared to bear those risks themselves. 
The main advantage from their operations consists, therefore, in 
relieving the industry of risks arising from fluctuations in the 
price “of its material. Identical operations carried out on the Stock 
Exchange 5deld an advantage which is most conveniently expressed 
in terms of an increased marketability of stocks and shares. 

The Stock E.xchange, like any other market, is an auaugament "■ 
for establishing business contact between buyers and sellers distant 
from one another. In a local market this contact is usually made 
by the personal attendance of parties wishing to buy and sell. 
But in a central market like the London Stock Exchange this business 
contact is established by operafions carried out by intermediaries, 
the professional dealers in the market, who join loose ends, as it were. 
The trading operations carried out by these dealers link buyers and 
sellers separated by space ; their spt'culative oixuations link bu)^rs 
and sellers separated by time. These two kinds of operations (in 
practice usually one) arc the threads binding together a market 
extended in space and time ; they form the warp and weft of the 
market, the actual material of wliich it is composed. The direct 
effect of these operations is to enable people to buy and sell more 
readily and conveni('ntly ; an effect which may be interpreted in 
teflns of an increased marketability of securities ; in terms of a net 
gain in utility due to the transfer of securities from people who do 
not want them to people who do ; or, finally, in terms of a reduction 
in the supply price of capital. In the same way, therefore, as an 
increased utility of goods is the expression of a manufacturing 
process, or of the work of the merchant who distributes them among 
people at different points in space, so the operation of the speculator 
on the Stock Exchange increases the marketability, and, therefore, 
adds to the utility of stocks and shares by facilitating their distri¬ 
bution among people at different points in time. We may, therefore, 
define his direct product in terms of this increased marketability. 

It may lx* true that the operation of the speculator necessarily 
yields in advantage to the public; but it has still lO, be determined 
whether this is necessarily a net advants^, that is to say, whether 
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or no the imfit which he obtains is less than the valoe of his 
product. , 

Take first the case <ol a trader who buys goods from A, carries 
them elsewhere ind seUs them to B, drawing a profit from the price 
difference between the two exchanges. If the exchanges at each 
end of his operation are free and intelligent, the facts sHow that the 
goods received by B were of greater vahie to him than the money 
he paid,in exchange for them—greater, therefore, tlian the trader's 
profit plus the price for wliich A willingly parted with the goods. 
It follows, therefore, that I'l; transfer of goods effected by the trader’s 
operation necessarily increased their utility by an amount greater 
than his profit, i.e., that the ojreration necessarily yielded a net 
social benefit. 

It appears at first sight that the o|ieration of the speciilator, 
bounded at each end by a free sale, eorrc'S|xwds to (liat of the trader 
and accordingly must also yield a social Iwnefit. The two kinds of 
operatior are of course closely symmetrical, but tlu^ fact that the one 
involves an interval of space and th(' other an interval of tin.e intro¬ 
duces a difference which is of great importance in determining 
whether or no the speculgtor’s operation yields a net benefit to 
society. 

The essence of the matter lirs in the tact that in the one case 
the value of the goods do;dt in is f.airly easy to estimate, and that in 
the other it is'estimated only with gn-at difficulty. The trader is 
concerned primarily with the praenl v,ilu(^ of goods. The party 
with whom he deals lias no great difficulty in estimating their value 
in relation to his jrresent wants. Ordinary knowledgi; and ordinary 
intelligence are usually sufficiei’.t to ensure that his exchange jrields 
him a balance of advantage. The e.xiwrt knowledge of the trader 
may give him some opportunity for deception and, in a few classes 
of goods, considerable opportunities ; but in general bargaining 
knowledge is sufficiently equal to ensure that each obtains'an 
advantage from his deal. 

Contrast with this the, position of the speculator. Inasmuch 
as he operates between the present and the tuture, it is essential 
that he should form some estimate of the future value of the goods 


in which he deals. If the speculator and the parties with whom he 
deals all have equally good knowledge of this future value, the 
speculator is in the same position as the trader, and it i.> in general 
impossible for him to draw a profit from his operation greater than 
the money value of the utility which ^ t ailds to the goods. 

In fact, however, ordinary knowledge and ordinary intelligence 
are very inadequate in forming an estimate of this future value; 
skill, erqjerieive^nd particularly inside knowledge will often disclose 


prospective values very different from ttose suggested by ordinary 
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knowledge; and this special intelligence may be employed as a 
means of abstracting wealth from those who are less informed. 

In order to bring out the point more clearly let us suppose that 
an ofScial of a joint-stock company knows that his company is about 
to declare an exceptionally high dividend. This official can then 
operate as a skilled speculator ; he may buy shares in the company, 
wait until his special knowledge has become public and then resell 
his shares at a profit. His operation yields an advantage to the 
general public ; for it has in effect brought together the party from 
whom he bought aird the party to whon- he sold, enabling them to 
deal with less difficulty and delay than would otherwise have been 
the case. Had the knowledge of these two parties been equal to 
that of the speculator, the payment which they made for this facility 
would in general necessarily have been less than the advantage they 
received. But in fact the superior knowledge of the speculator 
enabled him to abstract from them a profit out of any relation to 
the value of the service which he rendered. 

In general, when the exchanges constituting the framework of a 
production operation are free and intelligent, the operation neces¬ 
sarily yields a net economic contributio'). In the operation of the 
speculator this natural safeguard breaks down owing to the difficulty 
of estimating the value of the commodity which is the subject of 
exchange. There is, therefore, no a priori assurance that the opera¬ 
tion yields a net advantage to society. The question can be 
answered only by reference to the facts—by determining in each ca,se 
whether or no the speculator exercises bargaining knowledge superior 
to that of the party with whom he deals. 

In any market where speculative activity is unchecked, an evil 
which arises solely from unequal bargaining knowledge can be met 
only by redressing the inequality of knowledge on one side or the 
other. In fact, the organization of markets tends both to strengthen 
the position of the public and to weaken that of the market experts 
with whom, directly or indirectly, they deal. In the wholesale 
markets for such commodities as wool, tea or sugar, the expert know¬ 
ledge of sellers is neutralized by the employment of expert buyers. 
In more speculative markets where the public participate directly, 
the more effective safeguard is found in the latter condition—^the 
condition in which the pressure of expert competition is engaged 
to force prices into conformity with the best-informed anticipations 
of the market; as, for example, in an organized Produce Market the 
whole information at the disposal of the market is expressed from 
moment to moment in the price of the commodity. 

It must be noticed thatdhe effect of competition in speculative 
price-making is of mfc thpn ordinary importance." defective com¬ 
petition in trading o^rati ans rarely docs more than diiminisE the net 
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gam of utility which accrues to the public; it may requira the con* 
sumer to pay a,higher price, but it cannot usually make him pay a 
price in excess cd the utility to him of his purchase. Defective 
competition in 4*culative operations, on the other hand, may 
frequently result in this net gain being converted into a large net 
loss. * 

The manner in which this safeguard operates on the London 
Stock Exchange will be taken up in the following chapters. 



CHAPTER XXXIX 


THE SPECULATOR’S PROFIT 

► I 

A S there is no a priori assurance that the profit of the 
skilled speculator is confined within the value of the 
service he supplies, it becomes necessary to consider how 
far in fact the organization of the Stock Exchange 
protects the public from his depredations by limiting liis power to 
profit by the cxercist^ of superior bargaining knowledge. 

The general presumption that the supi'rior knowlc^e of the 
skilledt speculator enables him to exploit the public gives consider¬ 
able justification to the established prejudice against speculation. 
As, however, this prejudice—air at any,rate a prejudice resting on 
this ground—docs not extend to the work of the Jobber, whose 
operations are essentially speculative, it seems likely that the 
organization in which the Jobber works is such that it enables 
society to obtain the advantage of his speculative operations while 
preventing him from using his superior knowledge to obtain a pay¬ 
ment in excess of the value of his work. Let us then begin by 
examining the situation of the Joblxu. 

The functions of the di^aler on foreign markets are carried out 
on the London Stock Exchange by two distinct parties, the Broker 
and the Jobber or Dealer. The Broker is the expert agent of the 
public. His skill and expc^riencc enable liim to advise clients with 
regard to the transactions wliich they undertake and to put his 
clients on equal bargaining terms with the Jobber in carrying out 
thdse transactions. He serves in effect as a kind of ring fence 
round the Jobbers, protecting the public from contact with danger¬ 
ous machinery—dangerous, of course, not from any moral weaknesses 
on the part of the Jobbers, but because the superior knowledge of 
the value of securities possessed by these experts would in many 
cases place the public at ^ disadvantage in dealing with them 
directly. The familiar oper<,(tions of the “ bucket shop ” show how 
easily an unscrupulous deaj>T can take advantage of his superior 
knowledge of securities whci-i dealing directly with the public. 

The Jobbers, who font! the majority of the members of the 
Stock'Exchange, are not,ragents Uke the Brokers, but principals. 
They carry out the tradirv^ and speculative operations which actoally 

340 
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constitute the market in securities. It is their business to buy or 
sell any negotiable security on demand and to " carry " during the 
interval which lapses before they are able to " undo " their deal 
by a further a^d contrary transaction with some other party. 
They constitute, therefore, the core and centre of the market; and 
through their hands every transaction passes. * 

It has already been stated, perhaps too frequently, that the 
direct service of every speculator on the Stock Exch.ange appears 
in the form of an increased marketability of securities. This is 
most obvious in the eas: Ibf the Joblx'r ; and'tlie fact that tliis 
direct service is sold to tlie public like any oHkt is also most obvious 
in his case, inasmuch as the price at which he sells this marketability 
is much more clearly defined tlian iu the case of other speculative 
transactions. ’ 

When a Joblror is asked by a Broker at what price he will deal 
in any particular security, lu‘ is usually pre|)ared to quoje two 
prices at ocie of which he is ready to sell, and at the other to buy, 
a reasonable quantity of the security iu qiuslioii, fhe difference 
between those two jirict's, the Jobber’s " turn,” represents of course 
the price of his service, the payment which he n cjuires for the trouble 
and risk involved in completing the first deal, in Ix-aring the risk 
of fluctuation of price during tin? interval wliich elapsc's before he 
can undo his bargain and in completing the suliseipient deal. The 
main question to be answered is whether the gener.al circumstances 
surrounding the Jobber restrict the amount of this turn within 
the value of his service. But Ixfore taking up that question, 
something must be said as to the costs of the Joblx'r's service and 
the effect on these costs of general market conditions. 

The main cost of the Jobber’s work must evidently lx that of 
dealing with the risk of pric<! Iluctnation during the interval 
between his purchase and his sale. He may Ixiar this risk 
or destroy it, in part at least, by anticipating the inoverfifcnt 
of prices. 

In an organized speculative market for such produa; as wTieat 
the work of forecasting the future course of price.? is doubtless of 
great importance.- The market is called upon to carry wheat for 
a considerable part of the period between harvest and consumption ; 
and the course of prices, apart from " corners ” or " squeezes," 
depends mainly upon calculable dataj'.uch as cstimaies o? produc¬ 
tion and consumption. In conseqiieit e, prcfessional operators will 
often set up elaborate arrangements j tr anticipating future prices, 
and the cost of undertaking risk beco^nes in a considerable degree 
the cost of destroying Jt. • \ 

On the Stock! Exchange the interval tlmough which the Jobber 
is called'upon to carry securities Is of cfirse far shorter; and, at 
16 
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the same time, the influences governing price movements are less 
c^culable. Nevertheless, the fact that each Joblyr specializes 
in a narrow range of securities shows that hv work jloes not consist 
merely in bearing risk but also in destroying it. f 

The distinction is not, however, h particularly useful one. The 
main points of interest are the influences which determine the 
. amount of risk falling on the Jobber during the interval which he 
is required to bridge. Evidently the more active the security in 
which he is asked to deal, the shorter is the interval during which 
he has to carry, and accordingly the clo^;r the two prices he quotes 
and the smaller his turn. On the other hand, the more uncertain 
the'fluctuation of prices which may occur during this interval, 
the wider the two prices he must quote and the larger Iris turn. 

"Hie larger the amount of any kind of security dealt in, the more 
active, of course, is its market likely to be. Hut apart from this, 
the main influence narrowing the Jobber's interval must arise 
from the optimism and the pleasurable excitement of »^k-bearing 
—thatus to say, the ])leasurable anticipation of profit Which causes 
the amateur spi'culator to dabble in certain kinds of stocks and 
shares, thereby making an active marlq t in them, and doing so in 
many cases for a very low payment, but more usually even at a 
positive loss. It is not suggested that either optimism or the 
pleasures of risk-boaring affect the seasoned Jobber directly. But 
they certainly affect him indirectly—inasmuch as'they result in 
the amateur speculator gratuitously making an active market, 
which narrows the interval to lx; bridged by the Jobber and conse¬ 
quently reduces the amount of his turn. 

The effect of the operations of the amateur speculator on the 
size of the Jobber's turn is partly set off by the fact that amateur 
speculation may increase the uncertainty of price movements and 
consequently increase th(' risks falling on the Jobber during the 
interval through which he carries. This " indirect ” effect of 
speculation on prices is discussed in a later chapter and need not be 
considered here in any detail. Moreover, it seems tolerably certain 
that the influence of speculation by the public is much more important 
in narrowing the interval through which the Jobber has to carry 
• than in increasing th; risk falling on him during that interval; 
».«. that its net effect is to reduce the work to be done by the Jobber. 
However, there is no need to balance these two effects now ; to do 
so is to anticipate a more implicated sum to be done in a later 
chapter. At the moment tie conclusions required are these. 

The Jobber’s costs depmd on the length of the interval which 
he has to bridge and on thg uncertainty of price movements during 
that ihterval. The lengt/ of this interval is reduced by the opera¬ 
tions of the speculatinwpublic; and it may be hoticerf that the 
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direct product of these operations appears, in the special circum¬ 
stances of tl^ London Stock Exchange, in the form of a reduction 
in tlK Jobber 5 costs-j-in reducing the price at which he imparts 
marketability » securities. The Jobber, relieved in this way of 
part of his work, carries out the remainder in exchange for his 
*' Finally, this turn plus the Broker’s commission is the 

price which the public pay for the enormous advantages arising 
from the immediate marketability of securities. 

This outlii'.f of the organization in which the Jobl)er works is 
a preliminary to dealing v»ith the question of wlietlier this organiza¬ 
tion ensures that ti.' Joblx'r’s special knowletlge of the commodity 
in which he deals is not employed to obtain ,1 payment in excess 
of the value of the service which he renders. 

The organization ixuimts no nu nilx'r of tin' jmblic tb deal 
direct with a Jobber. Then’ must in every casi' be an inter¬ 
mediary, the Broker, one of whose fnnetions is to act as an ex)jert 
agent, buying and selling on behalf of the public, and enlisting the 
forces of comjx'tition in tlunr protection. Not only, therefore, 
are the Joblx’rs in keen comjxtition with one another, but this 
competition is quickcmal^by tin: Bioker, whose interests are those 
of his client. But the Jobber is more highly sp(a'ialized than 
the Broker, and even this measure of protection may lx; insufficient. 
Accordingly, there is the further ])rovision that Ixdore a Broker 
discloses liimself as a buyer or seller of any security Jobbers most 
usually quote two prices, (jne at which they will buy and another 
at which they will sell a reasonable (piantity of the security in 
question. 

The organization of tlx market, therefore, has a Iwijfold effect. 
On the one side it increases tlie baigaining |K)wer of the public 
by providing for tlie interineciiation of file Broki r; and tins is 
supplemented by tlie publication of a daily Oliici.il Price List 
and a vast amount of information issued by sjxcialized linUncial 
journals. On the other hand, it provides for (lie keenest com¬ 
petition on the part of the Joblx is, and consequently coinpels 
them to quote prices which disclose their anticipations with regaid 
to the movements of prices in the near Nitiire. The dealings of 
the Jobber with the public are, tlierefori., liedged alxiut by the 
market with so many safeguards that it seems safe to conclude 
that the Jobber in the ordinary co’irse o Iiis business has little 
or no opportunity of employing his fuiperir r knowledge to extract 
a profit greater than the value of tl.i; servi :e he rendeis. 

It must, however, be rcmembeii'il Itiat the organization of 
the London Stock Exchange is fixei\ by formal regulations laid 
down by its ccwimittee, and can be v.qied by individual fnembers 
only within the limits imposed Ijy tliA^e regulations. The value 
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of an arrangement, therefore, by which every transaction passes 
through the hands of the Jobbers is affirmed by th^ opinion of a 
majority, and not by its maintaining itself igainstyfhe continuous 
pressure of alternative methods. Accordingly, pthough it has 
been shown that the Jobber has little opportunity of employing 
superior bargaining knowledge to increase his profits, it cannot 
be definitely proved that this profit is necessarily less than the 
value of his service. It is conceivable, for example, thaj if the 
regulations maintaining the separate existence of' Jobber and 
Broker were aboli^ned, the costs of nfarketing might fall. On 
the whole, however, it seems to be a very safe conclusion that the 
operations of the Jobber yield a net advantage to society, and it is 
a matter of small surprise that these operations are rarely classed 
as examples in the account of the speculator’s iniquities. 



CHAPTER XL 


THE SPECULATOR'S PKOEIT (continued) 

I N the last cliapuT it was found that, owing to the organiza¬ 
tion of the market, the Jobber barg.iincd on practically 
equal terms in his dealings with the public, and that conse¬ 
quently his profits were not unduly increased by the e,vcrcise 
of superior bargaining knowledge. In this chairter we have to 
consider to what extent other skilled speculators are able to obtain 
profits m 'excess of the value of their service by the use of superior 
knowledge in their dealings, through the jobber, wit!, other 
members of the public. 

The Jobber, though Jegally a principal, is economically an 
intermediary, and a complete transaction on the Stock Exchange 
includes both parts of the operation by which a security passes 
from the owncrsliip of one member of the public, through the hands 
of the Jobber,*into the ownership of amither member of the public. 
As one of these; members may himself Ix^ a speculator, the two 
real principals may have very unequal knowledge of the securities 
in which they arc deaUng. The question under discussion, therefore, 
is that of the measure of protection which the organization of the 
market affords to the one party against the depredations of the 
other. 

It seems doubtful whether the information furnished by the 
press protects the public from itself to any great extent, for 
that information is just as likely to afl(,rd special opportunities 
to the expert speculator as it is to make up deficiencies of Riow- 
ledge on the part of others. It may rajjse the general level of 
knowledge, but it seems unlikely to level lifferences in knowledge 
—still less in the ability to apply it. The Broker is no doubt an ■ 
important safeguard. Were the public o rely more upon his 
advice they would place themselves on som Thing like canal terms 
with the expert with whom in effect they, a e dealing. 

Some measure of protection is undoabtedly given by the 
Jobbers through whose hands all transactions must .pass. If, 
for example, some alert and Speculatively inclined man of affairs 
endeavours ten Snticipate the puljlic appreciation of some'favour¬ 
able news by buying the stock affected by this news, he will often 

•« 
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find that this favourable effect is already anticipated in the 
quotation of the Jobber; or, in other words, thattihe alertness 
of the Jobber prevents him from employing his supepor intelligence 
against the remote party from whom he would h^e bought that 
stock. But when we have subtracted, as it were, the knowledge 
of the Jobbers from the knowledge of well-informed speculators 
among the public, there will still remain to these speculators many 
opportunities of using their special knowledge for the purpose 
of transferring wealth from the public to themselves. 

The tale goes tHat the fortunes of tl*e Rotlischild family were 
founded by a successful operation in Consols based upon early 
intelligence of the results of the battle of Waterloo. The Roths¬ 
child who carried out this op<?ration, having obtained the earliest 
news bf the victory, bought large quantities of the stock, held it 
until the news became generally known, and then sold it at a hand¬ 
some profit. Apart from its effect on prices, the public gain from 
this operation consisted in the advantage which cert^ people 
obtained from rather greater facilities for selling their Consols, 
and from the similar advantage which another group of people 
enjoyed a few days later from somewhat greater facilities for 
buying. As, however, the former group of pt'ople sold a commodity 
of a value far greater than they imagined ; that is to say, as the 
exchanges bounding the spi'cul.ativc operations were vitiated by 
unequal knowledge, the public p;iid over to the speculator a price 
which was out of all proportion to the value of his service. The 
deal was in all essentials similar to that operation which is occas- 
sionally associated with tlie practice of lynch law, the ojwation, 
namely, of buying a defective horse in a neighbourhood where 
his defect is common knowledge, and selling him in another 
neighbourhood whore his defect is unknown. There is, it is true, 
this important ditference between the two cases, that opinion 
woulfi as generally condemn the one transaction as dishonest as 
it would regard the othc ' as a fair example of business enterprise. 

The Rothschild trai saction is a type of many which the 
intermediation of the J ibber tails to make innocuous. It seems 
to be true that delibcratji manipulation by strong financial interests 
< is of small importance on the London Stock Exchange. The 
following extract from Mr. Hartley Withers’ Stocks and Shares 
(pages 291-2) may seijve, therefore, as a text for discussing the 
typical effects of skilh ih speeulation. “ In fact, it may be said 
that this is the norrr il course of events in market movements 
that are accompanied oy speoulation—that speculators, generally 
of the professional and well-infornied classi anticipate good or 
bad neWs by purchases or sale?;, and close theil', commitments 
when the good or bad news arrives and produces buying by 
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investors or sales by holders, while at the same time there is often 
an aftennatl|mf speculative buying in the case of good neivs, by 
members of \^ie outsjde public, which more often than not loses 
its money by wming in too late, or, in the expressive Doric of 
Throgmorton Street ‘ gets landed at the top.’ " 

The typical expert speculator may be taken, then, t« be of " the 
professional and well-informed class." He accordingly includes 
the Jobber. But this fact need not invalid.ite the argument of the 
previous chapiter ; for it seems quite reasonable to distinguish the 
Jobber in his ordinary work of making a mark'd in response to the 
public demand ti; bay and sell, from tlu? Jobber in liis capacity 
as a skilled speculator initiating operations in the same way a.s any 
other party in possession of sjxcial knowledge. As the term 
" expert " speculator is used here to mean simply one who deals 
in the light of sjx'cial knowledge, the class must Ix’ taken to include 
that numerous body of {xople whose busini'ss or [x'rsonal con¬ 
nexions v.ith the management of joint-stock companies and with 
people of expert knowledge in particular securities enables them to 
obtain better or earlier information of the ])ros|x'ctive movements 
of particular stocks than the outside public. Many of these jx'oplc 
are able to profit almost without effort merely by being in the 
swim. Many others, such as the management of I rust Companies 
and other well-informed sixiculative investors, may spend much 
time and trouble in di'aliug in securities whose prices, for some reason 
or other, are not in aecordaius' with llieir pios|H'cts. But the 
special information, wlietlier oblained by good fortune or hard 
work, serves equally as a imans of abstracting wealth from others 
who are less well-informed. 

" When the good . . . news arrives and produce's buying 
by investors . . .'—when this h.is Ikcii done, the real principals, 
the investing members of tlu^ outside public, have completed their 
indirect deals with one another. Ihc transfer of the, securities from 
the one to the other has Ix'en facilitated Iry the' action of the skilled 
speculator, for liis ojx’rations have narhrwed the Jobbers«tum, 
but in the course of this transfer he has arrstiacted a large share of 
the price difference, and his profit will Ix' Jut of any relation to the 
services he has rendered. Apart from itfAdfect on prices, special 
information employed in this way has no sacial value. 

Again, if there is “ an aftermath of ve buying by the 

public by which the value of tin; securities is forced alxrve their 
investment value, the expert spi culator c/ho \f :n a prisition to 
?’'yreciate this fact may undertake a beat opruaiion which yields 
him a further profit ^t the expense of the public. In a single price 
wave, therefoie, he is able to transfer wealth to himsiplf both 
from the investing and from Ihe speculating pubUc. But the 
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social efects of this latter operation are not necessarily bad. When 
the ill-infonned optimism of the public producesl^ speculative 
boom in some security and temporarily for^ its mce well above 
its investment value, the course of that price mov^ent inevitably 
results in a considerable transfer of wealth among the parties who 
participate in it; and if participation were confined to the specu¬ 
lative public a large number would be likely to make considerable 
profits and consequently to be encouraged to take part in,further 
operations of a similar character. The participation of the expert 
speculator is likelyito diminish this er^ouragement by enabling 
him to absorb a large part of these profits himself; and the toll 
which he levies may be more than set off by the instruction he 
imparts. In so far as he encourages the boom his action is socially 
harmed ; but in so far as he taxes the dabbler in speculative 
securities, or operates as a bear and so checks the rise in prices, his 
action may be socially beneficial. 

Apart, therefore, from the expert initiation or encouragement 
of booips, the superior intelligence against which pfotection is 
especially required is that of the speculators who are able to antici¬ 
pate movements in the investment v^ues of securities. It is 
clear that the value of items of inside information which are con¬ 
fined to only a few parties cannot be eliminated by the pressure of 
their mutual competition. Nevertheless, the presence in the market 
of other alert and experienced six^culators, in particular the 
Jobbers, must do a great deal to ensure that tlie ojicrations in 
which it is sought to make this e.xdusive information effective for 
profit serve also to publish it in the market. 

The employment in this way of inside information is, of course, 
limited to some extent by the general sense of the community. A 
general sense of what is right and proper prevents a politician from 
using on the Stock Exchange special information obtained by virtue 
of his office ; and the same feeling, reinforced by other considera¬ 
tions, deters the directoriand officials of joint-stock companies from 
speculating in the share, of their own or allied companies. But 
while the use of inside information obtained by virtue of official 
position is usually cordemned, the employment on the Stock 
_ Exchange of similar inf irmation obtained in other ways conforms 
so closely to ordinary Business operations that the moral sense of 
the community condem is the one no more than the other. 

There is no need, Jiqwcvcr, to deal with the employment of 
superior bargaining knowledge as a question of morals. It is 
sufficient for present purposes to consider its effects on the well¬ 
being of society. In these terms the concipsion of the present 
chapter js platitudmous enough. It is that there are considerable 
numbers of expert speculators vtho, in effect, deal through the 
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Jobber with less well-informed members of the public and use their 
superior kno^dsdge of securities or of the moods of the public to 
transfer wealth from .these other parties to themselves. The 
unskillea spccul^ors and investors with whom they deal obtain 
some protection from the Jobber, and can. if they choose, obtain 
almost complete protection by acting only on the advi& of a com¬ 
petent Broker; but the facts show that they do not avail themselves 
fully of .this safeguard. In so far as the expert speculator levies his 
toll from the speculating public without still further exciting their 
activities his operations are not without some .iiivantage to society, 
for they tend to cli.',.u".ragc the public from a form of enterprise 
which can rarely yield any net social advantage. In so far as 
he deals with investors he takes from them the advantage of price 
movements without giving any adequate return, and the direct 
effect of his operations is a net sociaJ loss. 



CHAPTER XLI 


THE INFLUENCE OF THE SPECULATOR ON PRICES 


^ "^HE previous chapters have been wholly concerned with 
the direct effect of the speculator’s operations in reducing 
the cost of buying and selling securities. The present 
chapter deals with the indirect effects of his operations 
on their price lev(!l. 

The influence of speculative operations on price is indirect in 
the sense that its good and evil consequences are not‘taken into 
account by the speculator; they fall not on him but 6n society at 
large. The regulation of price is not a matter which society en¬ 
trusts to the speculator by making hjs profit dependent on its 
performance. It is true that Governments and other bodies 
occasionally make speculative purchases with the direct object of 
maintaining the prices of the securities tlicy have issued ; and, 
further, that prices may bo deliberately manipulated; by the spread 
of false rumours and in otlier ways, as a necessary prelude to pro¬ 
fitable spr'cniative transactions. In such cases tlu^ action on prices 
is an essential part of (he six:cnlativ(' o|H'ration and must be so 
included. In the typical case, however, the operation of the specu- • 
lator—that from which he draws his profit -is simply an act of 
trading between the two juices. The good or evil effects of this 
operation on these prices arc incidental consequences of this act— 
consequences closely analogous to the good or evil effects of a 


manufacturing process the workjx'oplc engaged in it. Neither 
the Speculator nor the [nanufacturer is paid for producing these 
incidental results ; accordingly these results must be separately 
estimated and added to or subtracted from the value of the 


direct product. 

In any community where economic activities are adjusted by 
individual initiative and not by any central controlling authority, 
price has imjxDrtant furgitions ; for it serves as an index which 
regulates on the one hand the output, and on the other, the con¬ 
sumption, of particulan commodities. “True” prices (cf. p. 226), 
therefore, co-ordinate jJroduction and consumption ; prices varying 
from the true level lead to maladjustment and twaste., In the 
Securities Market industrial stock is the commodity with which we 

•so 
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ate concerned j. and the parties corresponding to the producer 
and consumerji^ those who issue this stock and those who buy 
and hold the shares. It ;nay be expected then that the maintenance 
of true prices fo^ industrial stocks will have some influence in 
regulating on the one hand the output of business undertakings and 
on the other the absorption of their .stocks by the public? Further, 
as the remote effect of true prices increases the utility of, say, 
wheat to, the consumer, so, it may Ik' r xpeett'd, will true prices for 
securities incRaso their utility to the investor. Without arguing 
the matter in c!i f ail it seems reasonable to i.aake the following 
three statements: 

Speculative actlviiy which drives price eonsiderably at)ove 
investment v.due unduly encourages the issue and 
purch.ise of new securities .and accordingly pro luces 
waste ; 

Speculative activity which forces price away from invest- 
liient value incre.tses the risks l)oth of buying and holding 
securities ; 

Speculative activity which makes prices morti variable 
probably rejxds ^he inva-stor by increasing his risks, but 
is likely to attract further sjx'culators ; 
and to use these as criteria for estimating the good and bad effects 
of speculation on prices. 

Let us no\\^ biing these conceptions into touch with the actual 
facts of the market. 'I'he Stock Lxchangr, though a single market 
in so far as it facilitates tie- e.\( h.inge ot money and securities, is 
more properly regarded as a group of interconni'cted markets 
(cf. p. aa,;) ; the actual munl« r lx iug n ckoued as the number of 
groups of specialized Jobbers or as the numfx r of dilfiaent kinds of 
securities; the latter being ])rol)ably the more convenient for the 
present argument. Each market has a large measun' of independ¬ 
ence determined by the characterastir s of Ihr’ seerrrity itself and the 
circumstances and temp nunent of tin' par rcular part of the public 
who deal in it. At the one i xtrenic is the market in a serlUnty 
whose value is naturally variable or irulefrrrite ; here is the natural 
home of the unskilled sprculator. At the other extreme is the 
market for the solid investment stock wliiclr the public, enters only 
as an investor. Between the two is an indefinite rangr’ of markets 
in which the public appear in characters inter merliate Ix tween those 
of the speculator and the investor. 

There are two circumstances which arc likely to allect specu¬ 
lative price-making in these markets. In the first place, it seems 
probable that the amount of sprculalion on the lauidon Stock 
Exchange is iiiereased by the aimparatively long interval iretween 
settlement days ; inasmuch as the speculator is enabled to operate 
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during this fortnight without being called upon to ifand over either 
securities or capital.** It is true that on the Ijr^w York Stock 
Exchange where daily settlements are the general rule, speculative 
activity is even greater than in London ; but tl^is objection is far 
from conclusive, as the shorter Interval for settlement is evidently 
only one (ff many differences between the two markets. The in¬ 
fluence of shorter settlements on the New York market in curtailing 
speculative activity is no doubt largely neutralized by exceptional 
facilities for “ carrying over ” due to the lack of a developed dis¬ 
count market and the consequent tendency of banks to employ 
their short money mainly in financing Stock Exchange operations. 
The huge scale on which such facilities are provided in London is 
suggested by the fact, already noticed, that in October 1914 the > 
Londan Stock Exchange owed outside financial institutions (no doubt 
mainly the banks) no less than £81 m. Nevertheless, it seems 
to be only reasonable to suppose that a considerable number of 
the speculative public who now dabble in gold mine/ or rubber 
shares would cease to do so if the settlement were a daily one and 
they found it necessary to support each speculative purchase by 
borrowing from a Banker or Broker. , 

But whether or no the amount of specul.ation is much increased 
by the practice of a fortnightly settlement there can be httle doubt 
that the effect of speculation on prices is considerably influenced 
by the fact that the public, by acting mainly on One side of the 
market, disturb the balance of power as between the bulls and the 
bears. 

The available quantity of any security or of any kind of produce 
is definitely limited, whereas the available quantity of money, * 
against which tliis security or produce is being traded, is practi¬ 
cally unlimited. It follows, therefore, that a person who sells in 
anticipation of a fall in prices runs much greater risks of being 
“ squeezed ” than the person who buys in anticipation of a rise; 
for the " bear,” when he'sells, contracts to deliver part of a limited 
supply which may be unav.ailable when he comes to buy, whereas 
the " bull ” contracts to deliver money wliich is practically always 
available at a price. The fundamental facts of the market, there¬ 
fore, already give the bull a predominance in the market, and this 
predominance is reinforced by the persistent habit of the public of 
operating mainly on the bull side. This inequality is met in part 
on Produce Markets by allowing sellers to deUver other grades of 
produce than tliat in which they trade, at a fixed difference in price. 
But Mr. .Brace, writing of the American m^ket in his book on 
Organized Speculation, ^ves it as his' opinion .that, in spite of this 
device ofrincreasing the number of grades of wheat w^ch are a good 
delivery, the bull side of the market is distinctly stronger than 
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the bear. Thq ^ars, he thinks, are able occasionally to force prices 
down to what ^hne may call the " true ” value of the wheat; but, 
he says, this level is the jninimum, the base from wliich prices are 
continually being forced upwards by the bulls. The unequal 
forces on the two Sides of the markets result, therefore, in average 
prices being markedly higher tlian would be justified statistics 
of production and consumption. If this result occurs in a market 
where th^ bears have such a vast supply from which to make de¬ 
livery it seems likely that the same cause acts even more strongly 
on the Stock E.v' hange where the amount of aiy one security is 
strictly limited. It .ms, .at any rate, to lx; a safe inference that 
the average prices of speculative seeurith s are maintained at a level 
.appreciably higher than their investment values. 

The general circumstances of the market are such then that the 
amount of public six'culation is iirohably increased by a fortnightly 
rather than a daily settlement, and is certainly increased by the ease 
with which capital may be borrowed foi carry-ovi r pur|X)ses both 
from Stock EAchange firms and directly from the banks ; and that 
the effect of this speculation by tlx! jniblic is, in general, to drive the 
prices of speculative securjties above, and often f.ir above, their 
investment values. 

These general market influences affect mainly the inexpert 
speculating public ; a sharp distinction is necessary between the 
effect on priccs*of this kind of spectilation and that resulting from 
the operations of the skilled speculator. The skilled speculators, 
as the term is used here, ar(‘ those who have better knowledge of the 
future price movements of securities than the general public with 
*#hom, through the Jobber, they tleal. Now in the greater part of 
the investment markets, that is to say, in the markets for sc^curities 
not liable to speculative booming by the unskilled jiublic, these prio; 
movements are determined mainly by changes in investment values. 
Accordingly the opportunity for profitable speculative dealings in 
these markets lies in bull or bear oixuation; designed to anticipate 
changes in investment values; and such (operations carried oiR in 
the light of superior knowledge necessarily tend to move the prices 
of securities into closer approximati(jn to these investment values. 

It seems quite safe to conclude, therefore, that the effect on price of 
skilled speculation in the investment markets yields a net advantage 
to society ; for though these operations may increase the variability 
of prices they maintain them at a truer level, and their net effect 
must almost certainly be to reduce the investor’s risks both in buy¬ 
ing and in holding securities. The total effect of this kunj is very 
considerable, for very^large amounts of capital are controlled by 
experts and shifted from one security to another in accordance 
with antidjiated changes in their investment values. Trust 



Companies alone control more than £ioo m.; ana there must be 
added to this the investments of banks and Insurflnce Companies, 
the capital owned or borrowed by professional and well-informed 
speculators in close touch with the market, and even that of the 
speculative investor who, with the assistance or his Broker, buys 
securities ‘whose values are temporarily depressed by extraneous 
circumstances. This continuous movement of capital under expert 
speculative control may yield to those who move it profit;j much in 
excess of the direct value of their operations in increasing the market¬ 
ability of s(!curitie,?. But its incidental,eff(«ts on price must result 
in a very substantial advantage to society, by reducing the risks 
of investment and consernieiitly lowering the supply price of 
capital. 

Turn now to a market in which prices are di temiined mainly by 
the unskilled siiecnl.itis’e public and where the operations of the 
skilled sjx’culatoi are based ratlier on his anticipations with regard 
to the moods of the public than on prospective chaages in the 
investment value of the security. This may he the market for the 
shares of a copper mine or a ruhlx-r company or the ordinary shares 
of an industrial enterprise on which are concentrated most of the 
risks of the undertaking. Supjrose that some favourable report is 
published dealing, let us say, with a [irosix'ctive increase in the 
demand for copp<T, and that professional s|)eculators on the Stock 
Exchange undertake bull operations in ci.p|x’r shares with a view 
to giving prices a lift, bringing in the public and unloading their 
shares later at a handsome profit. In tlx se circumstances it may 
quite well happ<'n that the public come in heavily and drive the price 
of the shares temixjrarily to a j>iici‘ far above their investment 
vahic. Tlie rising piice index acts on copjxT shares as on any 
other commodity ; it operates as a sign to the company promoter, 
calling into Ixiiig a nuinlx'r of i\ew business undertakings for the 
production of ropp(T, and as a sign to the public to buy the shares 
of tliese undertakings .t.< they aie i.ssued. Moreover, it is likely to 
callrinto being not only an e.xeessive number of companies for pro¬ 
ducing copjXT but also a numlx'r of companies whose main purpose 
is to transfer wealth from the public to the promoters. The end of 
the boom is probably anticipated by profitable bear operations on 
the part of the skilled speculator; and as, in the general collapse, 
the price of the shares of sound companies will almost certainly fall 
below their true value, fie has yet another opportunity to profit at 
the expense of the inexpert public. The net result of this outburst 
on the f^rt of the speculative public is likely then to be that a laige 
amount of wealth liak been transferred frojn them to the skUl^ 
speculator and the company promoter; that the <x)pper-producing 
industry has betai disorgani^d; and that the public are left in 
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possession of numbers of copper shares which will yield them 
perhaps an average of less than i per cent on their capital. 

It does not follow that the public should not participate in these 
speculative markets; on the contrary, it is clearly in the social 
interest that capita) should be supplied to risky ventures in order that 
industrial experiments may be initiated and industrial opportunities 
developed. But the capit.il should be supplied in conformity with 
prospective jield. A risky venture has an investment value of a 
kind. It offers a set of i)ro.spective net returns ranging pt^rhaiv; from 
a large negative to a large positive yield. If tl-i- actuarial value of 
that set of returns i • not less than the net rate of interest plus a 
reasonable payment fo: the uncertainly of tlie \ield, then tliat 
venture has a social claim to be sup])lie(l with c.i|>ital; that is to say, 
it would bt- to the econoniie advantage of society as a whole tlmt the 
venture should be jirovided with the capital it n qnires. In jwint 
of fact, however, tlii' unskilled investing public have lU'ither the 
power nor the will to make a good estimali- of the investment value 
of such a security. A wide range of prosjx’ctive net returns ,'S more 
likely to touch tla ir imagin.ilion, make them highly susceptible to 
suggestion and lead to herd action which results in an overvaluation 
of the security accompanied by wildly lluctii.iling prices. Conse¬ 
quently production is pcuiodically discjrganized ; the industry is 
supplied with capital in c.xcess of its social claim; and, the organiza¬ 
tion of the market Ix.ing what it is, a large part of the capital 
provided by the public is transferri’d into the hands of the company 
promoter and the skilled siK cnlator, In the highly sjKculative mar¬ 
kets, therefore, the inlluenci’ of the unskilled sjH'cnlator is to force 
•prices away from investment valm s .oid by in( reasing their varia¬ 
bility to encourage furthc.r spi'culati(jn, (his twofold effect leading 
to heavy social waste. In so far as his (j|j<'rations e.\lend to securities 
which are more in the nature of investments, his influence is in a 
similar direction. His lack of knowledge and his lin.mcial weakness 
both tend to increase the luieeilainty and the variability of prices, 
and both, consequently, tend to im rease the risks of the. invisting 
public. The main conclusion of this chapter may Ik; summed up in 
four statements. They deal only with the spc;<adator’s influence on 
the price of securities. 

1. Speculative ojx;rations in which sjxicial knowkidge is em¬ 
ployed to anticipate changi.s in the investment values of securities 
not subject to speculative booms establish a truer course of prices 
and consequently increase; the efliciency of the market. 

2 . Skilled speculative operations in markets lor securities of 
variable and uncertajn value >are ambiguoi s in their effects. On 
the one hand, yrey tend definitely to distort prices when they are 
employed to initiate or foster a Speculative boom; on the other 
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hand, they correct the false valuations of the public when they 
are employed, for example, in bear sales daring a boom, or in the 
purchase of undervalued securities when the boom has collapsed. 

3. Unskilled speculative operations cmried out independently 
in the investment markets cannot in general improve prices ; but 
they are Mkely to increase their variability and consequently to 
lower the ef&ciency of the market. 

4. Unskilled speculative operations, governed larg^ by ir¬ 
rational herd impulses, produce effects on prices which are wholly 
bad and lead to heavy social waste. 



CHAPTER XLII 


OTHER INCIDENTAL EFFECTS, AND CONCLUSION 

J UST as in Aflan; Smith’s time the use of tlu' jack-plane 
injured the physical health of the eaijK'iiter, so spi'culation 
tends tT) exercise a dcstnuTive influence upon the eanacities 
of tliosc wlw engage in it. And as in neither case- would 
earnings contain an amortization fund to comjxnisate for the 
damage done, the injury is a net evil and must be sei)arately esti¬ 
mated in any account of the social importance of the occupation. 

In the case of speculation it is evidently much easier to describe 
these destractive effects than to evaluate them. To the more 
hard-headed and self-regulating people who deal with the un¬ 
certainties of the fuiure in a business S))irit, the jx)ssibility of 
drawing a profit from the changing values of securities may come 
only as a iJcasant stimulus. It would l)e rather absurd, for 
example, to suggest that the cautious speculative investor or the 
seasoned joblxe in the course of his normal business suffered any 
moral damage from his occupation. 

But among the incxix'rt speiailatiiig public there must be many 
on whom the relatively laige and easy losses and gains of specula¬ 
tion exercise a definitely demoralizing effect ; for the practice of 
confiding material welfare to thi' capria:s of an unknown future 
must tend inevitably to destroy those pedestrian quali'ies of 
persevering, reasoned industry which have a high practical value 
as the world is now ordered. To many, no doubt, speculation 
brings its own antidote in the form of large lo.sses to b: srd against 
trifling gains; but in other cases these, losses serve only as an 
incentive to further speculation until the fever is at last reduced 
in the calm of the Bankruptcy Court. The deteriorating effects 
of speculation may in particular cases be as severe, but they arc 
evidently not nearly so widely spread as the closely analogous 
influence of alcohol. They could be better expressed in the form 
of biographies than as a generalization. Nevertheless, the general 
conclusion may be expressed.!hat this incidental effect Of specula¬ 
tion constitutjs an evil of appreciable importance ; it introduces 
uncertainty on so large a scale as to weaken that connexion between 
«7 
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"conduct and consequence” which forms the bas^ of rational 
conduct. 

The main conclusions of this long argument may now be brought 
together. 

The typical process of manufacture or trad# consists of an 
operation confined within a set of exchanges; its product consists 
of the utility added to the goods by this operation ; its payment 
is drawn from the price differences between the set of purchases 
and the set of sales. So long as the exchanges bouncing this 
operation are free a^id intelligent the utility of the product must 
exceed the price at which it is sold. In such circumstances, there¬ 
fore, the act of production yields a net economic contribution ; but 
it may set up incidental effects which must also be taken into 
account before its social importance can be estimated. 

The typical speculative operation, similarly, lies between a 
pmehase and a sale ; its product consists in carrying from a party 
who wishes to sell to a party who wishes to buy. Thir product 
appears pn the Produce Exchanges mainly a service of tarrying, on 
the Stock Exchange in the form of an increased marketability of 
securities. The payment for this product is derived from a price 
difference between the purchase and the sale; and this payment 
must be less than the utility of the product so long as the exchanges 
are free and intelligent. 

In fact, however, there is no assurance that each of the parties 
to the exchanges bounding a speculative operation have adequate 
knowledge of the commodity in which they are dealing ; for it is a 
matter of extreme difficulty to form a true estimate of the market 
value of a commodity whose price fluctuates with the imperfectly 
foreseen changes of the future. This uncertainty in the value of 
commodities is the source from which all the evils of speculation 
arise. On the London Stock Exchange its effect, on the one 
hand, is to enable the skilled speculator to abstract a part of the 
value of the security from the party with whom he is dealing, and 
so to'obtain a profit in excess of the value of his services. 
On the other hand, it lures the unskilled speculator into operations 
which yield him little or no profit and which have incidental results 
productive of great social waste. In any attempt to estimate the 
social importance of speculative operations it seems essential to 
follow this distinction and to deal separately with the social 
effects of skilled and unskilled speculation. 

The expert speculator or speculative investor has, by definition, 
bargaining knowledge superior to the party with whom he deals. 
He may obtain this superior knowledge merely by his good fortune 
in having access to inside information, or he may obtain it by the 
exerdse of special sldll and experience; but, whatever the source. 



yTHER ijjl^bENTAL EFFECTS, AND CONCLUSION 2?9 

he can empfo/ it to transfer wealth to himself from the less well- 
informed public. In the one case, this additional profit is a kind of 
rent of position; in the other, it consists of earnings of management 
comparable with those’ obtained from ordinary business; but in 
neither case is tSere any social return proportionate to this addi¬ 
tional profit. Its existence draws into the occupaflon business,, 
ability and energy which could be employed elsewhere with greater 
advantage to society. 

The profitable employment of this supeiior bargaining know¬ 
ledge is limited in two ways. In the first pli.ce, the public may, 
and to some extent V, act upon the advice of skilled brokeni, and so 
bring their bargaining knowledge more into ( (jnality with that of 
the expert with whom, in effect, they are dealing. In the second 
place, the alertness of other exjierts in the market, espi'cially the 
Jobber, greatly limits the scope of th(! oprations which can be 
profitably undertaken in the light of any well-founded anticipa¬ 
tion. Th- Jobbers, for example, would be likely to scent this 
anticipation at an early stage of the operations, and the corsequent 
change in their quotations would protect the public from further 
depredations. ^ 

In spite of these safeguards, however, it is clear that society has 
no a priori assurance that the profit of skilled speculators as a whole 
is less than the utility of their product, and, indeed, there is little 
doubt that, by the use of sujx'rior bargaining knowledge, these 
speculators can obtain a return often greatly in excess of the profit 
appropriate to their operations. Tiie presence of these abnormal 
profits do not, however, prove that these opitrations, in their total 
effect, do not yield a net social gain. To answer that question, it 
is necessary to balance three things : first, the value of the opera¬ 
tions in increasing the marketability of securities ; second, the 
total profit yielded by them, or, alternatively, thi> excess profit 
obtained by the exercise of superior knowledge; and, thirtl, the 
importance of the incidental effects ofJthese operations on the 
prices of securities and the characters of the public. * 

Let us begin with what may be vaguely described as the invest¬ 
ment markets and deal first with the Jobber in the ordinary course 
of his business.. The Jobber is both trader and speculator; as 
speculator he brings into business contact buyers and sellers separated 
by time. In the absence of this contact, the public could buy 
securities—and, what is more important. <hey could sell securities 
—only if there were already in the market some other jiarty ready 
to deal in a contrary direction ; or, alternatively, they wuld buy 
and sell only by offering to deal at a price so unfavourable to them¬ 
selves to attract some other party into the market. The important 
influence which such a condition would exert in checking the supply 
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of captal against negotiable securities is the measure' of the value 
of the Jobber’s services. When account is taken of the fact that 
the price of this service, the Jobber’s turn, is forced down by 
mutual competition stimulated by the Brolcers, it seems safe to 
conclude on these grounds alone that the Jobbrf’s operations in 
^.making a m*ket yield a large net contribution to society. 

In the case of other expert speculative operations carried out 
in the light of superior information (and including those similarly 
undertaken by the Jobbers) the wet result is less clear. Tfie direct 
effect of these opcmtions is to reduce the Jobber’s turn. But 
such speculators arc, as it were, visitors father than residents, and 
operations which they carry out on their own initiative are less 
important in their effects upon the marketability of securities than 
the ordinary operations of the Jobber carried out ii? response to 
the demands of the public. Nevertheless, these operations definitely 
reduce the price at which the public buy and sell securities, and 
to this direct contribution must be added their important ‘Incidental 
effects ip. establishing and maintaining a tnier level of prices. Both 
these effects may bti expressed in terms of a reduction in the supply 
price of capital. Whether this twofold economy is worth the price 
which the public pay over to the skilled speculator in the form of 
profits is a question which few people could answer with confidence. 
It must, however, be remembered that the acquisition of a good 
deal of these excess profits, particularly those due-to the mere 
possession of inside information, docs not involve any real cost, 
and is, therefore, only a transfer of wealth which leaves society 
as a whole as rich as before. When allowance is made for this 
fact it seems to be a reasonable conclusion that the operations of 
skilled speculators in the investment markets yield a net advantage 
to society. 

Their operations in the markets for securities of highly variable 
and uifcertain value are most conveniently dealt with in conjunction 
with those of the unskilleu speculator. 

In the social interest the very uncertain value of the securities 
in the speculative markets should call in capitalists able to make a 
calm and rational estimate of their worth and willing to buy and 
• hold them at a price level at which their prospective net retun^ 
offered a high but reasonable yield. In fact, however, the naturally 
variable values of these securities have the contrary effect; for 
they attract into the market mainly the unskilled speculative 
public who have no qualifications for handling such difficult material 
—still less the ability to contend successfully with the skilled 
speculators whom they find there. 

The speculative operations carried out in this marke^ result, 
as in others, in reducing tKe Jobber’s turn. It is difficult, however. 
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to see th&t any appreciable social advantage arises from the in¬ 
creased iparketabiUty of these securities, for its main effect can 
be only to incourage speculative activity still more. Even in the 
investment markets the direct effect of the participation of the 
unskilled speciiator is of doubtful social ^ue, for although 
he reduces the Jobber’s turn he does so at a lifavy cost to 
himself. 

The definition of the unskilled speculator shows that the effect 
of his djperetions in either the inveslment or (he speculative markets 
cannot, on the whole, improve prices, but almost certainly distorts 
them and increah- , their variability. But his lack of adequate 
knowledge is perhaps less iinixirtant in this respect than his 
temperament; for susceptibility to the suggestion of rising prices 
leads to co’llective action on the bull side of the markets and 
consequently to price booms which result in a disturfrance of 
production and heavy social waste, lie may, it is true, enjoy 
the exe tement of the game, but this is probably counterbal¬ 
anced, in social accounting, by the deteriorating effects wliich 
accompany it. 

The operations of the skilled s[)('culator in these markets enable 
him to transfer wealth*from the public to himself, a result which 
can hardly be reckoned as an evil- not, at any rate, so far as it 
serves to establish the reputation of the sjxculative market as 
a place of danger to be entered with caution and misgiving. Their 
effects on price are ambiguous, for while they may at times be 
designed to initiate or foster a Ixxim, they serve at other times to 
bring prices more nearly into conformity with investment values. 
If no clear conclusion can lx- formed as to the net effect of the 
expert speculator’s operations in these markets, it at least seems 
clear that the participation of the unskilled speculator results in 
a clear social loss. 

We have then the final coniliisions that the Jobber certainly, 
and the skilled speculators almost itrtainly, make a net con¬ 
tribution to economic welfare ; ami that the participation of 
the unskilled speculator is probably harmful in the investment 
markets and certainly harmful in those for highly speculative 
, securities. 

These conclusions apply only to the hondon Stock Exchange ; 
for they are based only in part on effects which necessarily result 
from speculative operations ; they dep' nd also upon questions of 
fact, such as the organization and constitution of the market, in 
particular upon the knowledge and temperament of those who 
speculate in its securities, and the presence or absence of deliberate 
mantpulaticgi. They cannot, therefore, tx‘ extended even to other 
Stock Exchanges; still less to the Produce Markets, where the 
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effects, though similar in kind, differ in relative proportions; and, 
least of all, to speculative operations in such property as land, 
where bear operations are impossible and price Exercises no 
important function in the regulation of 'production and con¬ 
sumption. ' ■” 



CHAPTER XLIIl 


TRADE CREDIT 

I N their pa< f.om the soil to the ronsuraer goods pass 
through the li inis of a series of owners, creating as they 
pass a train of debts, a series of traiU' credits. It is with 
the sigftificance of th(S<- debts that we are now concerned. 

In order to form any estim.ite of tlie volume of this great 
chain of debts outstanding at any time we should need to know 
the size the number and the length, as it weie, of these links ; 
that is to ■ay, the value of goods at each stage of |uoduction, the 
number of owners through whose hands they passi'd and the 
length of the debts created between these successive owners. 
In fact, knowledge falls?far short of this. We know that the final 
value of goods consumed in the United Kingdom in 1907 exceeded 
£1700 m. ; but the facts arts so extremely complex, the methods 
of selling vaj-y so much at different stages in the same trade and 
at corresponding stages in different trades, that even those in 
the best position to judge can form no estimate of the size of the 
other two factors by which this figure should be multiplied in 
order to obtain the outstanding volume of trade debts. 

The variety of selling methods within a single industry, and 
the consequent differences in the volume of trade credit engendered 
at each stage, may be illustr.atid by tracing briefly the movement 
of wool from the farm to the consumer. As the English farmi^r 
turns over his capital slowly, and niay*sometimes need to wait so 
long as two years befon^ it is neovered in cash, hi' fr^jqucntly 
takes credit extending to six or < vi 11 twelve months from the 
dealers who supply him with fertilizers, feeding-stuffs and similar 
materials. The wool which forms one of his many products, he 
"may in exceptional circumstances sill in advance ; but more 
usually he will dispose of it at a local auction on terms similar 
to those on which colonial wools are sold in London : namely, 
for payment in cash within a few days. As few spinners care 
to lock up their capital in heavy purchases, or anr able to foretell 
the grades they twill requip; during the course of thr year, this 
wool is likely to pa.ss into the hands of the merchant, the top- 
maker, who carries varied stoclrs of wool, combs it inftr tops, and 

*1 
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enables spinners to draw from him their particular grades as and 
when they need them. The merchant sells these tops for pay¬ 
ment customarily within fourteen days; less usually, he grants 
' credit against four or six months’ bills to spinners of sound reputa¬ 
tion but limited available’ capital. Between spinner and weaver, 
in contrast fe) the conditions prevailing in the cotton industry, 
there is no regular merchant class; yarn is sold for pa5Tnent, 
within one or two months. Piece goods, the product of the 
manufacturer, may be marketed in a variety of ways: tlfey may 
be sold to wholesale clothiers, commonly for payment within a 
week, but not unusually on credit varying from one to four 
months; to largo miscellaneous retail dealers; to shippers, 
usually for payment within one month; or to merchant houses, 
sometimes on long credit where the merchant has to wait for 
payment from a tailor, frequently on terms such that spring goods 
delivered S<‘ptember to February are paid for in the following 
April.®® It would seem, however, that this seasonal method of 
payment is now being abandoned ; for, according tc the Wool 
Year-Book, 1917, the standard terms for the sale of cloth provide 
for 4 per cent discount if the goods are paid for by the loth of the 
month following dispatch, 2| per cent discount if paid for four 
months later, and an interest charge of 7 per cent if payment is 
made in bills beyond that date. In pre-war days, the customary 
terms on which piece goods passing through the merchants’ hands 
were sold to retailers seem to have been 3J per cent discount if 
payment was made by the 1st of the following month and net 
prices if paid for within three months. To what extent these 
credit facilities are actually e.xercised little is known ; but Mr. 
Abbott notes: "... it has been observed in a typical wholesale 
house, that only a comparatively insignificant percentage of the 
accounts were paid so promptly .as to secure the best discount, 
while 25 per cent of these were not entitled to any discount at 
all, though the majority of this latter class were quite solvent.’’ 
There femains the final link in the chain—that connecting re¬ 
tailers with the public. It is clearly impossible to form any 
estimate of the volume of trade credit engendered at this point, 
but it may be noticed that in the opinion of Mr. Abbott " the., 
habit of credit-buying is slowly decaying, and the practice of the 
stores and retail businesses encourages the growth of ready-money 
payments, and consequently accelerates this decay, a most de¬ 
sirable consummation, since in retail trade the credit system is 
an evil both to shopkeeper and consumer.” 

This rough indication of the train, of debts originating in the 
movements of wool through its various stages o( pnx^uction 
suggests that their total volume is considerably less than might 
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natorally have been expected. But it shows the great comi^exity 
and ohscnrity^of the matter with which we are dealing; it shows 
how numerous are the points at which these debts may arise, 
how the conditions of‘credit vary not gnly between one point 
and another but'between the different classes of purchasers at 
each point; and how readily the practice of paying cash or taking 
aedit may vary with changes in tlie organization of a trade and 
with changes in the financial situation of either sellers or buyers. 
The complexity of the matter extends further still; for this, or 
indeed any otlier (nde, cannot be taken as representative of con¬ 
ditions as a whole. 

Consider, for exarnph', the conditions in constructional trades 
where the manufacturer’s product is sold directly to the consumer. 

In the Building trades, long credits seem to be unusual; with 
the exception of timlx'r, materials ajrpear usually to be supplied 
to the builder for payment within a month. The terms on which 
the prodw t is sold to the consumer must of coui-se depend on 
whether the house is built on private contract or for speculative 
sale. The standard pre-war contract for London and other 
large centres provides that the builder shall recover 75-90 per cent 
of his invested capital at the end of two months, and that thereafter 
payment shall be made monthly. Accordingly the credit which 
he normally grants to the building owner is not large. In the 
case of working-class houses it is stated that 90 per cent have 
been built by irrivate enterprise, mostly by private builders. 
According to the Housing (Financial Assistance) Committee, 
" The usual plan has been for the builder to purchase an Estate . . . 
'and to build a few houses at a time. He has obtained temporary 
financial assistance from a bank, a solicitor, a builder’s merchant, 
or a building society and has sold the houses as soon as possible 
after completion. It has been essential to the continuance of 
his business that he should have a ready sale.” •’> 

These two different methods of sale are found also in the 
Shipbuilding trades. " The marketing of ships and marine 
engines,” say the Committee on Shipping and Shipbuilding, “ is 
usually done either by replying to inquiries with or without 
specifications, or by individual builders offering to prospective 
owners on their own initiative. In many cases the terms of pay¬ 
ment extend over a period of years, the effect being that in these 
cases shipbuilders virtually finance itepowners. OrcasionaHy 
also shipbuilders put down vessels on their own account, so as 
to keep their yards going, in the hope of being able to jlispose of 
the ships at a profit later, v . . Although there arc exceptions, 
it appears, g^erally speaking, that while the majoritji of ship¬ 
building firms m this country have given long credits of from one 
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to five years, or even more, to their English customers, they have 
usually insisted on being paid cash in their foreign business " •• 
(cf. pp. 116-7). 

In the Engineering trades the conditions’ of sale are very different. 
In that part of the industry which is concerned»with the supply of 
macliincry'to meet special needs, “ terms of payment ” according 
to the Committee on the Engineering Trades " are generally spread 
over the period of construction and erection, the manufacturers’ 
terms involving no extended period of credit." *’ In the Yorkshire 
district inquiry slows it to be customary for Engineering firms 
to obtain one month's credit from iro'h and steel manufacturers 
and to grant credit for a similar jx-riod to the parties to whom they 
sell their products. Finally, throughout the motor-car industry, 
it seems to be customary for manufacturers to sell to retailers only 
for cash on delivery. 

These illustrations may easily be multiplied ; but they serve 
their puriiose in bringing out the immense complexity af the facts 
with \yhich we are d< aling. That complexity is increased when we 
take account of the fact that the volume of trade credit is con¬ 
stantly changing under the influence of many conflicting causes, 
of whose relativ(‘ importance little is known. The volume of goods 
has clearly been increasing. The number'of owners through whose 
hands they pass grows with the increasing specialization of industry; 
but this tendency to increase book debts is set ofi’by the growth 
of co-operative stores and of large retailers who buy direct from the 
producers, and by direct marketing on the part of manufacturers 
of such commodities as boots, margarine, hats and so on. "... the 
tendency at present,” says Mr. Abbott, " is in the direction of the 
gradual, the very gradual (diminution of the wholesale dealer as 
such, and the assumption of his functions, wherever possible, by 
the selling departments of manufacturing businesses." There is a 
good'deal of evidence showing that the period of trade credit was 
shortening prior to the war. Improved communications are no 
doubt largely responsible for this. " The old custom of buying 
heavily two or three times a year is now obsolete, and clever traders 
now buy from hand to mouth, weekly or even daily.”** Other 
influences have been the deliberate effort on the part of individt^ 
trades, the supirior marketability of short trade bills and perhaps 
the growing wealth of the community. During the war the heavy 
pressure of demand, the influence of State control and the financial 
prosperity of many trades seem to have reinforced these tendencies 
to shorten trade credit, a strong instance being seen in the changed 
conditiorfs in the Boot trade. But it is cFarly too early yet to 
conclude, that such changes are permanent. , 

This great volume of book debts binding togefner the various 
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parties to production has a twofold significance: in one aspe« 
it is seen as an agency for the transport of capital; in another as 
supply of purchasing power, a means by which goods may be pui 
chased without the imm'ediatc use of any fprm of currency. Thes 
two aspects must I* examined separately. 

Mr. Weld, writing on mercantile organization in the Unite* 
States, says: " On the whole, the brunt of the financing burden ii 
borne by the wholesale trades, or sometimes by commission mer 
chants. Retailers and consumers are geiieraliy weak so far as'th* 
accumulation of e ipital is concerned, and on the other end of th» 
marketing chain, tlirers generally find it ditlicult to .finance 

their own undertakings ; so that the financing function of the 
wholesale intermediaries commoidy extends in both directions."®* 
This statement'can be applied only in a modified form to the Upitird 
Kingdom, where the resirves of business firms ai'e mnrh largiT in 
proportion to their activitir s ; but it would seem to be true: that the 
function ohsupplying trade credit attaches essi’irtially, though by 
no means soUHy, to the merchant ; it is a function which copibines 
conveniently with that of holding largi- and varied slocks of 
materials required by manufacturers and retailers. 

Merchants and detilers an; < vidently itt a very favourable 
position to make loans to matiulacturers and ri'tailers in the form 
of trade materials to be paid for at a htler date. 'I'lieir special 
knowledge of the character and means of their customers reduces the 
risks of extending credit without security of the kind required by 
a banker, and enables them to suiijrly capital to many businiss 
men who would otherwise find it ditlicult, if not impossible, to 
vbtain supplirs elsewhere. By their means many weak firms are 
enabled to survive temiiorary iittergenchs and many men are 
able to obtain the resources they require to begin business on their 
own account. In the Lanc.ishire Cotton industry, for example, 
trade credit is important in enabling meji to begin business in a 
small way. " In manufacturing in Lancashire,” says Professor 
Chapmatt, “ much industrial irlarrt rrrrty bi: hired. Kootn may bi' 
rented and also power. Moreover, looms and other machinery cart 
be obtained largely on credit. Payrrrerrt by irrstalnrent is not un¬ 
common and the .payment may extrnd over as lengthy a ireriod as 
ten years. A manufacturer, too, tttay do his work ott such terms, 
producing on commission . . . or gi tting credit for y.rrn and 
accessories, and giving shorter credit for ,)iis deliveries of cloth, or 
even receiving cash, that the circulatirrg capital whtclt he has to 
find is relatively small.” , 

Similar facilities jpe found in the spinning branch of the 
industry. It wpuld be a typical case, prior to the war, fop a com¬ 
pany formed with a nominal capital of £100,000, to call up £10,000 
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on its issued shares, and to get the remainder of its initial capital 
partly by the purchase of machinery on one or two years' credit 
and partly by arranging with a Liverpool broker either for further 
trade credit, or possiblyjor a loan on condition that he should be the 
sole broker through whom the company conducted its business.*®* 

Again, the Board of Trade Committee on the Engineering trades 
' cite an interesting case where a boot and shoe machinery company, 
by leasing macliines to manufacturers, has " contributed in no small 
degree to the development of the boot trade in Uie Midlands.” 
They make it clea’-, however, tliat they disapprove of the scheme, 
and point out that “ the manufacturer, who most frequently 
starts as a vi:ry small man without capital, is all his business life 
tied hand .and foot to the Machinery company.” *“■* Whether for 
goo(J or evil, trade credit is not less important in maintaining the 
supply of small retailers. In a London suburb, prior to the war, 
a small grocery business could be established with a minimum 
capital of about £500. No less than one-half of this amount, it is 
statec^. might bi; supplied by way of trade credit tosa man with a 
good business record. Again, a capable man of good reputation, 
beginning business in the drapery trade, could, it is said, obtain an 
addition of one-third of his cash capital in the form of trade credit 
from a wholwale house.*® 

As the security against which trade credit is obtained consists 
mainly of the business reputation of the customer,-it is only to be 
expected that the terms on which it is granted should be somewhat 
onerous. Prior to the war, the credit obtainable by the grocer was 
shorter than that granted to the draper, for he turned over his 
capital more rapidly. The re-cognized terms were : 3d. in thr» 
£l discount for payment within fourt(>< n days and net prices for 
payment at the end of two months. This corresponds to an interest 
charge of about 10 per cent jicr annum, for two months’ credit, as 
compared with about 1.3 pt'i cent per annum for three months’ 
credit in the drapery trad(^ and about 7 pr-r cent per annum for 
credit up to six months granted by woollen and worsted manu¬ 
facturers in the sale of piece goods to merchants. 

These terms represent, however, only a portion of the burden 
falling on those who rely largely on trade credit ; they often cajry 
with them a limitation of the freedom to buy and sell in the b«t 
market; the debtor is tied, in a less degree, but in a similar way to 
retailers in such trade's a^^brewing, tobacco and jewellery. Instances 
have already been quoted from the cotton and boot trades of the 
manner in which the debtor is required to buy exclusively from the 
party Who has granted him trade credit ; tijey are plentiful in the 
retail tjades and in agriculture. Mr. John Ro^s, whp recently 
made an inquiry into the commercial relations prevailing in English 
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agriculture, gives instances of the evils of long trade credit which 
are interesting, though there is no reason to suppose them to be at 
all typical. "The worst feature of this kind of credit, however,” he 
says, " is where it is granted in consideration that the farmer shall 
sell his produce or ^rop to the tradesman, Seedsman—or other . . . 
The price at which the produce, etc., is taken in (^change is 
often fixed entirely by the tnadesman in his own interest . . . ande 
the reduction of price is actually a second interest charge for the 
original advance.'’It is not to be supjxrsed that the costs of 
trade credit are universally so onerous as these illustrations may 
suggest ; but the s;' W that they are heavy is borne out by the 
general opinion that it i- greatly to the advantage, at any rate of 
retailers, to be in a position to pay cash to the whoh's.alers and 
manufacturers*with whom they deal.lM 

In spite of the great complexity of the facts, thi^ natifre of 
trade credit, in its first as|X( t as a supply of capital, is found to be 
comparatively simph'. It forms an agency supplementary to the 
banks by which business men sujiply tradi! materials for short 
periods to other business men of whosi' ability and integrify they 
are in a specially favourable position to form a sound opinion. 
In its second aspect as afujiply of purchasing power, trade credit 
'is less simple ; for not only are the essential facts more obscure, 
but the theoretical consiih rations by which those facts must be 
judged arc thepiselves more dilliciilt. 

Trade credit enables goods to be bought for payment at a later 
date ; it enables them to b.' bought without any immediate use of 
the existing stock of currency; it forms, therefore, during the 
.period it is outstanding, a net aildition to the purchasing power 
exercised by the community. If its volume were constant, or 
changed only slowly, this effect would havt' little significance. The 
condition would be that there would be alw.iys outstanding in the 
hands of purchasers a certain quantity rd goods for which ijp pay¬ 
ment had been madi', and prices woulJ consequently be a little 
higher than would have been the case had the e.xisting styck of 
currency been drawn on to effi-ct tlu ir purchase. “ 

In actual practice the matter is a little more complicated. In 
its simplest form, the. purchasing power created by a trade credit 
is used only once ; it is employed to buy a quantity of goods ; and * 
it enables the price of those goods to be driven upwards without 
diaiuiiig.^^y currency from enqrloyment in the purchase of other 
things, and so without causing a fall iiT the prices of those othtr 
things. If, however, the cn.dit is embodied in the form of a bill 
of exchange which is employed a.s a mtrns of makir^; further 
purchas^, its effect on prices is multiplii'd>by the numlrer of times 
that bill is so used. Further, if the bill i.-, discounted, or If in other 
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ways the original credit operates as a means of drawing additional 
currency from the banks, its influence on price is likely to be still 
further increased. This, however, is only a complication ; so long 
as its volume and its methods of use remain constant, trade credit, 
from the present point of view, is of no great sigijjficance. 

It beconjes significant when its volume, or method of use, changes 
■considerably in short periods; when the volume of purchasing power 
to which it gives rise expands or contracts on a scale which causes 
appreciable fluctuations in prices. The question, therefore, with 
which we have to deal is this: What is the importance of trade 
credit in initiating changes in the purchasing power of the sovereign 
and the disturbances which these changes introduce into the 
adjustment of social resources to social needs ? 

That trade credit has been an important disturbing influence 
in the past is shown by J. S, Mill. “ Of the extraordinary height,” 
he writes, "to which speculative transactions can be carried upon 
mere book credits, without the smallest addition to what is.f.ommonly 
called the currency, very few persons are at all aware. i ' The power 
of purciiasc,’ says Mr. Tooke, ' by persons having capital and credit 
is much beyond anything that those who ani unacquainted practi¬ 
cally with speculative markets have any i(aea of . . . a person having 
the reputation of capital enough for his regular business, and 
enjoying good credit in his trade, if he takes a sanguine view of 
the prospect of a rise of price of the article in which he deals, and 
is favoured by circumstances in the outset and progress of his 
speculation, may effect purchases to an extent jx’rfectly enormous, 
comparcrj with his capital.’ Mr. Tooke confirms this statement 
by some n^markable instances, exemplifying the immense purchasing., 
power which may bo exercised, and rise of price which may be 
produced, by credit not represented by either bank notes or bills 
of exchange.” 

Thq potentialities of trade credit as,a means of causing wide 
fluctuations in the volume of purchasing power are clear enough; 
the difficulty is to know how far they are actually operative in 
‘modern business conditions. 

Local changes in the volume of trade credit are certainly a 
cause of fluctuations of price in particular markets. The pre-war 
practice of buying leather by means of three months’ bills was 
responsible, according to the Boot and Shoe Trade Journal, for 
considerable speculative price fluctuations.tw Again.,." 
the chief products of ore and coal,” says Dr. Marshall, "can be 
graded fairly well; the demand for them is liable to extreme 
fluctuations under the influence of .commerrial credit generally, 
and especially in the credit which the public accords, to new joint- 
stock companies and extonsions- of old companies.” *“* In the 
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most higWy organized markets, dealings in " futures" enable 
people of all kinds to buy produce freely without the use of any 
money beyond* that required to cover adverse price differences 
occurring during the course of their contracts. Such public 
facilities for buying^without money almost Inevitably tend to dis¬ 
tort prices; for it seems tolerably certain that any,beneficial 
influence which dealings in futures may have in smoothing out , 
the larger price fluctuations is due less to these s]x*cial facilities 
for purchase t^la!l to the scojxh wliich the system affords for bear 
operations by skilled six-culators. In tlie analogous case of the 
Stock Exchange in i>o war days, the ixriod for which securities 
could be bought on rreo;t was curtailed by the practice of a 
fortnightly settlement ; but the existence of this period and the 
‘great ease with which money could tlieii Ix’ teinixuaiily borrowed 
from a broker in order to “ carry over," and so extend a c/edit 
purchase, greatly promoted price fluctuations in many speculative 
securities. 

Trade credi,t. by promoting local jirice fluctuations of this kind, 
necessarily adds to the uncertainty of business and diverts ertergies 
to the acquisition of profits which add nothing to social wealth ; 
its chief interest, however,<ies in its more general changi's, and in 
fhe effects of these changes on the course, of business cycles. What 
changes occur in the volume of trade credits during periods of rising 
confidence and g;owing business activity, and what influence do they 
exert on the upward movement of prices by which the intensity of 
the cycle is reinforced ? 

General reasoning dixs little more than add to the difficulties 
qf finding an answer to this question. II shows that at such times 
there are influences working both for and against an expansion of 
trade credits. In so far as shipbuilding is in this resjxxt typical 
of industry generally, the example quoted on page 117 shows that in 
times of active business, producers " stiffen their backs ” and^rant 
shorter terms to the parties to whom they'ell, .\t such times, too. 
the greater profitableness of business must enable merchants^and 
retailers to buy more largely for cash ; though this tendency is likely 
to be neutralized by the. larger volume of their current purchases. 
These considerations carry with them the disconcerting suggestion 
thA trade credits, so far from expanding, may even contract during 
periods of growing business activity. There is, however, a strong 
i{lflljBBCg,worlgng in the opposite direction. Periods of rising con- 
Idence are periods of anticipation of profitable future sales ; they 
are, therefore, periods of keen demand for the materials by means 
of which these profitable future sales may be realized. At sqeh times 
producers, nee^ng aU*their resources to expand their output, may 
well shorten thf.period during which they,are prepared to*wait for 
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the pa3m>ent of goods which they actually ieUver ; bat such action 
will not curtail the use of that more tenuous form of tradecicdit which 
is exercised in speculative purchases on the organized markets and 
in orders given by merchants and other parties for goods to be 
delivered at a future cU&e. A growing expansi^ in the volume of 
contracts Jot future delivery, involving a continuous creation 
«of purchasing power and a continuous rise of prices, may clearly 
go to great lengths; its only limits will lie in the credit of the 
purchasers, the cash deposits they may be required to make on 
their contracts and their confidence in being able ultimately to sell 
their purchases at a profit. < 

Evidence of what actually occurs at such times is scanty. One 
clear fact is the increase in both France and G(?rmany in the number 
of bills created during periods of growing busines.; activity. M. 
Rouileau points out that in France tlie larger bills—those of about 
£200—show a marked increase at such times and reach their maxima 
in the years of crisis ; he adds that business men in comnjprcc and in¬ 
dustry in general draw their bills only when they want to discount.**® 
Th(!se' facts suggest that trade credit in its full sense—the actual 
delivery of goods for paymtnit at a later date—does expand during 
such periods, but does so by means of resources obtained from the 
banks. Whether or no this is true of England, post-war experi¬ 
ence shows clearly how business activity increases the volume of 
trade credit in its more limiti-d form—that of contracts for future 
delivery in the speculative markets and throughout industry 
generally. The heavy pressure of demand which followed the clos«‘ 
of the war led, as is well known, to merchants and other parties 
placing orders for iron and steel products, motor cars, pottery, 
textiles and other goods for delivery many months, even years ahead. 
In exceptional cases these orders were accompanied by the payment 
of a cash deposit : but broadly speaking they were purchases which 
involved the use of no money until the contract was completed by 
actual delivery. If it is denied that the pressure of these orders 
raised prices, reference may be made to many specific statements 
" by producers that in order to avoid further commitments they have 
quoted prices which they intended to be prohibitive but which were 
in fact immediately accepted by their customer. 

It seems reasonable therefore to conclude that periods of rising 
confidence, based on the anticipation of profitable future sales, lead 
to an expansion of contracts for future delivery both^in t]}5,sj|jgg5- 
kitive produce markets arid throughout industry in general; that' 
this expansion involves the creation of additional purchasing 
power ; 'and that this additional purchasing power exerts a powerful 
upward influence on prices, which reinforces confidence and em¬ 
phasizes'the intensity of the business cycle. The ip'duence of trade 
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credit in this way in increasing the volume of purchasing power is 
no doubt partly dependent on the anticipation of a subsequent 
expansion of»bank loaqp, and its effects are bound up with throe of 
other changes, such as. more rapid investment on the part of the 
public. But it seems impossible to donbf that the large variations 
which occur in the volume of contracts for future dcjjvery are an 
important cause of the wide and frequent fluctuations in the prices 
of goods in the hands of merchants and manufacturers. 
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CONCLUSION 

^ '^HROUGHOUT this book the ,work done by the various 
'market agencies has been considered with a view to 
bringing out tlie nature and importance of tlio economies 
they cff(«t in faciliating the movement of capital in the 
direcflon required by the social int(‘rest. This method of treatment 
fias made' it impracticablf^ to separate that part of this work which 
deals with the supply of capital to parties who employ it to increase 
their current consiimirtion from that part which is concerned with 
the supply of capital to those who employ it to maintain and increase 
the accumulated stock. By so doing, it has tended rather to obscure 
the position occupied by the market in^the social machinery for 
production. If the market agencies are considered in that aspect 
of their work in which they are engaged in supplying capital for 
business purposes they are seen to form an organic part in the 
organization of society as producer. 

Society has, on the one side, resources and, on the other side, 
wants ; its object as producer is to adjust the one to the other in a 
manner which yields the maximum return. The jiarties to pro¬ 
duction may be separated into grou]K in accordance with thd" 
function they perform—thi! nature of the services they supply : 
first, the Landowners who let on hire the free gifts of nature ; second, 
the Capitalists who supply the products of past labour ; third, 
Labour, which supplies subordinate manual and mental services. 
Each of these three groups is linked by its appropriate 
• marketing organization to a fourth group of Entrepreneurs, or 
business men, whose function it is to assume the responsibility and 
control of production. They combine the services of land, capital 
and labour with their own, and apply them to their productive 
uses in satisfaction of social wants. 

Regarded realistically, a single person may be found to belon g 
to several of these classess a railwayman may belon^dttie (^tip"* 
of labour inasmuch as he works for a wage; he may have savings 
which c(wstitute him a Capitalist; and he nyay be an Entrepreneur 
in so far'as he participa,tes in railway manageVnent. But, although 
confused‘in the concrete,, these classes are distinct m function and 
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may quite properly be grouped in accordance with the nature of the 
service which each contributes to production. 

In this way we may.spcak of a distinct class of business men who 
have at their disposal all the protluctive resources of the community. 
The services of t(je hundreds of grades df labour are made over to 
them with the assistance of Employment Exchanges, "Jrade Unions, 
newspapers and the more indefinite machinery of t ho labour market; 
the available capital of the community |xisses under their control 
with thu aid of the Money Market, Rusin ss men, having made 
their forecasts of social needs, and having orgai,iized the resources at 
their disposal, tuie their multitude of products into the markets. 
This continuous flow imo the markets is followed by a continuous 
process of exchange-, by means of which the products forming the 
output of scK-iety as producer are redistributed and reapix-ar as the 
real income of smaety as consnnic'i. 

The agencies forming the Money Market, iti that asjx-et iti 
which tye are now regarding them, lie tlu ti bitweeii the group 
of capitalists and the grmt]) of business tin-n ; they facilitate the 
movement from otie to the other of the control ovi-r that part 
of the •ri'sonrces of society which is anntially devoteil to the 
maintenance and exteiAioti of tin- accumulati'd stock of capital. 
They correspond to wtiat Ur. Marshall describes as the “ Organiza¬ 
tion by which the appropriate business ability and the requisite 
capital are brpught together ” and made effective for production.”* 

In so far as business ability and capital are not already in 
the same hands, or joined together by inivate negotiation, these 
agencies take over ftom the capitalist, in some cases .wholly, in 
others partly, the work of management associatc-d with the supply 
of capital. Their organization is placed at the disposal of the 
capitalist only, of course, at a piice. The payment which they 
receive consequently enters into the expenses of production of those 
firms who obtain their qapital by mea^is of tin- market. .So, too, 
the equivalent of this iwymetit forms an addition to the profits 
of those firms whose capital and business ability is asttociated 
without the assistance of the market. It is thos<! additio'tla'l 
profits (in so far as they are rightly interpiet(d here) which form 
the difference between “net” and “gross earnings of manage- 
'ment ’’ as conceived by Dr. .Marshall. 

At this point there arises the question : What is the scope 
-oLthe.Work done by these agencies ; what proportion of tire annual 
flow OT capita! passes through the “market ? If the question 
referred to our foreign investments, a fairly definite answer could 
be found by a reference to^the table and the accompi^ying text 
on page r86. The answer would be tha‘ much the greater part of 
the-je invesfments were made through the market aftd that the 
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agencies by which they were effected were principally the securities 
market and the Trust, Financial, Land and Investment com¬ 
panies. It is much less easy to find any definite answer to the 
question; What proportion of the annual flow of capital applied 
to business ases in this country is transferred to business men 
with the assistance of the market ? 

■ Much the larger part of this annual flow (cf. p. 69) consists 
of resources devoted to the renewal of stocks of materials and 
the upkeep of plant. The bulk of these replacements presumably 
takes place by way of allocations from gross profits applied directly 
by the owners in whose hands those profits arise. But a sub¬ 
stantial part is effected by means of the banks and the organization 
of trade credit ; for a typical operation of the English banks is 
one by which they finance the heavy autumnal purchases of raw 
materials inad(! by the cotton industry, gradually recovering their 
loans during the following summer as these materials pass tlirough 
the industry into the hands of consumers. The resources con¬ 
trolled by the banks and those devoted by business men, from 
their own means, to supplying goods against deferred payment are 
perhaps most conveniently regarded as a stock ; a stock employed 
partly in initiating new investment; but Employed mainly in the 
continuous replacement of materials at each stage of production 
and recovered as they move towards succeeding stages. 

It is of more interest, however, to inquire what work is done 
by the market on the latter part of this annual flow: the stream 
of resources applied to increase the stock of materials, plant, 
buildings and so on in this country. Of the average volume of 
new home investment, or of its annual fluctuations, little is known , 
statistically. As an indication of our total annual investments, 
there is Mr. Flux's estimate that in 1907 about one-sixth of the 
total national output, say £330 m., was available to add to our 
accumulated stock of capital.*" As an indication of our annual 
foreign investment there is Mr. C. K. Hobson’s estimate that 
the average volume of our capital exports for the three years 
1^08-10 was £130 m.; an estimate in rough agreement with 
Sir George Paish's statement that " the actual amount of new 
capital supplied by Great Britain to other lands was: in 1908, 
£130 m.; in 1909, £160 m., and in 1910, £165 m. . . .” 

The difference between these two sets of figures agrees fairly well' 
with the estimate of £200 m. devoted to home '1 

1997.11* A little reduced' by an allowance for investm«its in 
furniture, public parks, and similar non-business uses, it gives 
an idea of*the order of magnitude of the annuslytream of resources 
devoted to capital uses at home. The figures are, of course,^ highly 
conjectural"; but not more so than the argument wjubh follows. 
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Sir Robert Gifien, writing in 1889 on The Growth of Capital, 
said, "... the regular annual investment by individuals in their 
own businesses or properties . . . must always be the most 
important form of saVing—far more important than the visible 
public investments." * 

If the term " investment ” is taken to e.xclude the export of 
capital and subscriptions to war loans and similar issues, and is 
taken to include only the additions to the homo stock of accumu¬ 
lated caf^itiJ, this statement seems still to he tiue, in spite of the 
development of t’le market (luring the last Iventy-five years. 

At first sight n .ipijcars to be contradicted by the work of 
the securities market : by the fact that substantially the whole 
of the immense amounts of capital controllt d by such undertak- 
takings as railway, telegraph, tramway, electricity, gas and water 
companies, have been supplied through this agency. But the 
construction of these means of communication has been spread 
over a long period of time, and the annual additions are now not 
large. Pries' to the war. for (example, British railways were raising 
new capital on the London market to the extent of no more than 
£2 m. per annum ; while the total annual addition to the capital 
of gas and tramway ufidertakings was under £5 m. ; moreover, 
in municipal concerns of this kind, tlure is at least a legal pro¬ 
vision for the repayment out of profits of the capital embarked 
in the undertaking. 

Evr^ry year a considerable strisim of resonices is supplied by 
the securities markets for such purposes as the development of 
new coal areas, th(( formation of insurance companies* the con¬ 
struction of ships for small shipping companies, of cotton spinning 
, factories and picture palaces ; and for the extension of docks and 
harbours, iron and steel works and a multitude of other under¬ 
takings. This stream is conspicuous and its volume considerable: 
but it seems to be of quite secondary importance in reiation to 
the flow of resources by way of private contract and the reinvest¬ 
ment of profits. This opinion may seem more reasonable if a 
few illustrations are taken from particular industries in order 'to 
suggest the manner in which busincs.ses obtain the resources 
^required for their formation and extension. 

The most conspicuous instances of joint-stock organization 
are the banks and the insurance companies ; thr^y obtain practi- 
""vaiiy whole of their paid-up caj^ital through the securities 
market. But even here the work done by the market is easily 
overestimated ; for to find the total capital controlled by those 
organizations we must add in their reserve funds and fmmaterial 
business orginization, both of which a/c created by the direct 
^jn'vestment undistributed profits. How subsAntial this 
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addition may be is shown by the fact that the reserve funds of 
the English joint-stock banks arc nearly equal in amqunt to their 
aggregate paid-up capital. The use of (he public joint-stock 
company as a means of obtaining capital for the creation of new 
undertakings is again especially marked in cottoii spinning. But 
the initial capital which a new undertaking obtained in this way, 
id pre-war days, was comparatively small, jxThaps £10,000 on 
the average. Much was obtained by way of trade credit and bank 
loans, and was repaid out of profits as the company gradually 
grew to its full strength. 

In the weaving of cotton, where less initial capital is required, 
the work done by the securities market is still less. This would 
be a typical method in which the industry has grown in north¬ 
east lancashire. Initially, a Room and Power company buys 
an existing mill, or builds a new one, and offers it, in floors, to 
tenants ; while a sjH ciilative builder, anticipating demand, runs 
up cottages for later sale. A small weaver, aided by trade credit 
from thf machinery makers and possibly by a loan bom a bank, 
hires [Xiwer and a floor in the mill and begins work with^perhaps 
a hundred looms. As accumulating profits increase his resources, 
he multiplies the number of his looms. The same process con¬ 
tinued in his own or a second generation enables liim to build a 
new mill, to repay the mortgage with which it is charged and to 
build another. At least one large centre in Ijncashirelias developed 
in this way, <-xpanding and subdividing like an organic thing."® 
Trade credit and the banks have been important in early growth, 
but the b»dy of the industry has been formed by the reinvestment 
of accumulated piofits. 

Again, the Belfast linen industry seems to have obtained little 
of its capital from the public sale of stocks and shares ; the great 
bulk of it has apparently been drawn from profits and by the placing 
of the securities of private' joint-stock Companies among parties 
associated by personal or business interests. 

In the building trades and in agriculture, joint-stock companies 
are rare. According to business men in the Rushden (Northants) 
district, capital in the boot trade is derived mainly from savings. 
." Most of the large businesses have started in a very small waj% 
and gradually have been extended as the owners’ means have^ 
increased. Most of the capital in the trade has been made in it 
and capital provided by friepids and relatives owes its (WgBTto the" 
same spring.’’* 

In the woollen and worsted industries the practice of ob¬ 
taining capital by the public sale’of secifrities has made no 
great progress ; “ . . . ihe family business,” says Rr. Gapham 
" though it may have assumed the company lorfhj js still the 
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{uievalent type." "... mills that accommodate more than one 
manufacturer, and firms that start in a humble way by working on 
commission for their neighbours, are still rommon enough. . . . 
There is still room fcfr the small employer, although his sphere 
of action tends tctget narrowed year by Jear.” '■* The Wool Year- 
Book gives an impressive list of the private fortune‘s made in the 
industry. 

According to good authorities, the hravy iron and steel trades 
in the fiortli of England originated as |)ri\'ate undertakings and 
grew mainly I" the reinvestment (jf profits. They were later 
converted into fiiv. !<',• and to a less extent public, joint-stock 
companies, largely because of the heavy risks to which the in¬ 
dustry is exposed. The securities market has aided little, if at all, 
in their formation ; but in the past the sah' of securities in local 
markets, and, during the last ten years, the public sale of securities 
on the London market, has provided the resourcis necessary for 
their eXicnsion. 

So, too» with the shipbuilding and ship-repairing firms on 
Tyneside. Originating almost without e.\cc])tioii as private under¬ 
takings, they have grown by means of resources supplied by profits, 
partnership and private contract. Some have passed into joint- 
stock form and obtained a giwd deal of their capital from public 
subscription, but only a relatively small part of the total capital 
of the industry seems to have lieen obtained in this way. 

In the Yorkshire district it .ippc ars : " The Engineering trade 
gets its capital mostly from inheritance and savings. A great 
majority of the firms have begun in quite a small way,; a single, 
capable and thrifty workman, or two or three such men, have started 
in a very small way ; one could give scores of such eases . . . 
partnership certainly provides some of the ]termauent capital. It 
is no uncommon thing for a small engineer to secure as a partner a 
man with capital which can bi; usecKo develop the business. . . . 
Capital is not, as a rule, obtained from the public by floating joint- 
stock companies. Cases of this kind are very rare. . It has 
happened in the case of one or two companies m^ing elect! ical ’ 
appliances. I have not been able to find examples of joint-stock 
companies issued to the public locally. Most of the joint-stock 
companies in the trade are simply conversions. ... My in¬ 
quiries lead me to believe that trade bills do not to any great 
extentdielp engineering firms to obtiun money from banks. Over¬ 
drafts are not uncommon, and some of the old stnall banks have 
done exceedingly well for themselves and have nelped to build 
up very successful engineering businesses by the wrfy in which 
they gran{fd overdrafts to men and firms with good business 
reputation:. V• • 
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These illustrations may be supplemented by considering a 
sample of ninety-one of the leading firms of Gloucestershire (ex¬ 
cluding Bristol) in 1904. Of these, 54 were*private finns, 37 were 
limited liability companies ; and of these 37, only four or at most 
seven originated as joint-Itock concerns; the renjainder were con¬ 
versions.*** , 

. These data are fragmentary ; but taken in conjunction with 
the considerations of Chapter XXXI they convey a fairly clear 
impression that the amount of capital annually passing through 
the securities market ^ud applied to the extension of the business 
equipment of the country is comparatively small, and is probably 
in the neighbourhood of one-quarter of the whole. , 

A substantial part of the total free resources of the country 
is placed under the control of the banks in the form of lodgments 
on current and deposit accounts. The greater part of this, it 
would seem, is employed in financing commercial processes origin¬ 
ating in the continuous replacement of the streams of materials 
passing through the successive stages of production. .Some part 
of the remainder, some unknown fraction of the total volume of 
outstanding loans and advances, is applied each year to'the ex¬ 
tension of stocks, machinery, plant and ifuildings. This fraction 
forms a part of the annual flow of resources into new home invest¬ 
ment. Supplied generally for comparatively short periods, it 
serves to initiate the profit-making process and is normally repaid 
from profits as they accrue. 

Pass now to the oiiti'r market. Little or nothing need be 
added for (he work done by the organization of trade credit. The 
resources supplied in this way are drawn from the banks and 
business houses generally and are applied mainly to the mainten¬ 
ance of existing stocks. Some of these resources, no doubt, are 
applied to the extension of business. But in so far as they are 
drawn frqm the banks, they have already been reckoned; and 
in so far as they are drawn from other business houses, they 
consist qf resources which presumably would otherwise have been 
invested directly by the business house in the extension of its own 
organization. 

A final addition must be made for the work done by Building 
Societies, which in 1913 advanced some £9 m., and for that of 
solicitors who facilitate the movement of capital against mortgage 
and similar security into such uses as the development of*gricid- 
ture and the construction o^ buildings. This work no doubt is 
sutetantial in volume, but its amount cannot be estimated. More¬ 
over, it hak no natural boundaries and shades,, off imperceptibly 
into the common business practice of obtaining capita^by way of 
private contlact. 
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Snce the boundaries of the Money Market in its widest sense 
are themselves indefinite, the scope of its work cannot be defined 
in figures, ^ut if account is taken only of the specialized organiza¬ 
tions forming the Money M-irket propi'r^ it seems reasonable to 
conclude that the»resourccs which are annually applied, through 
their agency, for the expansion of tlie hnsiiu'ss c.i^Dital of the 
country probably do not amount lo one-half of the total annual 
stream of new home investment. It seems still to be true that 
the predominant methods by which business men in this country 
are supplied with the resources they require to.extend their opera¬ 
tions are those wiu ,'h( economie dist.ince to be bridged i: small, 
wherj capital has no! far to go," where the sources of demand 
and supply are connect -d by jx'rsoual or business ties, or in the 
limit arc identical. It is supplied mainly, it mav Ix' presum^ri, by 
way of partnership, in that broad sense of the term in which it 
includes private joint-stock companies ; by way of borrowing 
«from personal and business (rii nds : and above all in the form of 
the p<?rsisteijt reinvestment of profits by which small bijsinesscs 
are continually growing into large undertakings in almost all 
branchr't^of industry and trade. 

The proportion betwif^'n the woik done by the market in supply¬ 
ing capital for business uses and that done by business men on their 
own account h.as in itself no great significanee. The inqxtrtant 
consideration is that the servici s of the market should be adequate, 
on the one hand, lo draw forth s.ivings which in the absence of 
facilities for investment wauihl not be forthcoming ; and, on the 
other, lo ensure that capital is evenly distributed throughout its 
field of employment. The English maiket has clearly a powerful 
^ influence on supply ; for, by taking over from tin; investor many 
of the risks and much of the trouble involved in home and foreign 
investment, it greatly increases the annual volumr^ of saving. Its 
work is not less imjxrrtaBt in facilitating the movement uf capital 
into its most profitable uses. By the ease with which it transfers 
capital rapidly from one point to another, it enables businass men 
to meet temporary emergencies and to exploit opportunitieTlor 
which their own means arc inadi quate. By supplying business 
ability, as it emerges, with the resources which make it effective, 
^it helps to maintain the vitality of industry. By promoting the 
ready flow of capital abroad it enables us to establish claims on the 
produce,of those countries on whicl^ we are dejxmdent for our 
supplies of food and raw material. In one part of its worltf it 
increases that portion of the productive energies of the country 
which may be empkryed in making provision for the futifre ; in the 
other it enables those energies to be appli .d in their more profitable 
uses ; in boft,. it increases the National Dividend. * 
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From their writings and toarhing are derived most of 
the general conceptions in the book which are tolerably certain 
of acceptance. The treatment of the subject is indeed little^more 
than a development, right or wrong, of h'ading ideas which they 
have laid down. I have also to thank Professor Foxwell for several 


Evaluable suggestions ; Mr. Henderson of Clare College and Mr. Pott 
of the Londrri Stork Exchange for reading over parts of th^ manu¬ 
script; Mr. K. Hroadley and other ge ntlemen for inquiries made on 
my behaff; and Mr. Ridiardson of Emmanuel College for his assist¬ 
ance in the correction of proofs. 


* The phrase “ power to borrow is not quite wide enough ; for the ability 
of a joint-stock^company to obtain additional supf)lies of capital by the sale 
of its shares involves the use of itsc redit. but is not strkllv an act of lK>rrowing. 
There is much to be said in lavour of O'Kanlini; n creilit and a debt as two 
aspects of the same thing ; but this use ot the lerni would require us to mean 
by a man’s “ credit ” the volume ol didks owing to him, i.c. th^actual and 
not the polenlial volume of his debts. On the whole, it seems slightly more 
convenient to follow Mill, and use the term as broadly equivalent to the 

• *' power to borrow ” rather than to actual borrowings. ‘J'hia is the sense in 
which it is used in this book, except when dealing witlj trade credit, where 
the context makes the meaning tolerably clear. 

* History of British Commerce. 2nd e<litioh. ^ 

* Prof. Lehfeldt, in his Gold. Prices and the Witwatersrand, 1919. endeavours 
to find how far the various currency devices, such as cheques and notes, 
have been successful in economising gold. He gives estimates of 
portions, in various coimtries, between tlie total amount of currency held 
by the public and the total amount of gold held by the public and the banks 
together. This *' currency factor ” is estimated to have been in pre-war 

*day8;—For the United Kingdom perhaps 5-6; for the U.S.A. alxjut 5 5; 

^or France perhaps 2-3 ; for the world (exclufling India anfl China) probably 
between 2-5 and 3 0. 

* Report of the Indian Industrial Co^imission, 1916-18 Cmd. 51), p. 
179. 

* Ency. Brit., art. " Stock Exchanges." , 

The character of ^Vench investment differs shar|)ly from thtlt of invest¬ 
ments by other countries. In Great Hntain, Germany and* the United 
States, Lxonfing to M. A. Neymarck, the greater part of the s^urities held a 
few years pri^r^ the war were of the kind yielding a variable return; while 

• *83 
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in France no less than three-quarters of the securities held were in the form 
of state and municipal loans and bonds yielding a 6xed rate of interest. No¬ 
where else but in France, he says, is there found ^so great an liccumulation of 
capital belonging in great part to the small capitalist. Of the disposable 
French savings, he estimates that an average amount of £60 m. annually 
passes into valeurs mobihires. (A. Neymarck, FinanuZ Contemporaines, vii.) 
According to Prof. B. M. Anderson {Effects of the Wat on Money, Credit and 
Wanking, 1920, p. 38), “ The direction of French investment . . . has been 
subject, not to the free movement of capital, sent piecemeal under competitive 
conditions; by alert investors, tp those lines of investment whicji promised 
the best yield for a given degree of safety, but has been controll^ by a few 
great banks, working vO a large degree in harmony, acting for a passive body 
of depositors, and controlling public opinion through the press. In choosing 
the investments, these bankers have in no small degree been moved by the 
fact that certain lincvS of investment gave them higher commissioifc than 
others.” “ There can be little doubt that in many of these operations French 
bankers have shown themselves greedy in a marked degree, and that the 
greed has been largely at the expense of their confiding clients.” He points 
out that selling costs have been high, and quotes an opinion that ” The profit 
is rarely less than 5 per cent of the selling price of the issues.” ^ 

•Lehfeldt, Gold, Prices and the Witwaterstand, App. A. Estimate of 
gold in circulation in the U.K., outside the banks, 1910. m. 

’ Ibid., App. A. 

• " It would seem that the number of cheques stamped in 1919-20 was 
approximately 360,000,000, as compared with 312,000,000 in 1913-14 and 
324,000,000 in 1917-18.”—Reply to Parliamentary Question by the Chan¬ 
cellor of the Exchequer. See Times, 20 May 1920, 

” It is stated by bankers who arc likely to be well informed that the 
cheques which do not pass through the Clearing House in this country are 
probably as great in amount as the cheques which do pass through the 
Clearing House, so that the daily circulation in this way. reckoning by the 
amount of cheques actually paid in any one day, must exceed or be about 
£y> w.”—Gifien's Statistics, p. 315. 

The value of cheques, etc., passing through the Bankers’ Clearing House 
in 1920, was ;^39,ooo m. 

•Tehfeldt, op. cit., p. 41. 

The following estimates of the money of Germany are given in Currencies 
after the War, 1920 (League of Nations publication):— 



June 1914. 

June 1919. 

eSA at Spandau 

£m. 

£m. 

15 

—* 

Gold in Reichsbank .. 

• • .. 64 

56 

Silver in Reichsbank .. 

17 

9 

Gold in hands of public 

100 

h 

Silver in bands of public 

.. .. 50 

Reichsbank notes 

120 

— 

Darlehnskassenscheine 

— 

40,000 m. marks. 


” A German merchant may have ;{5ooo to £10,000 in notes in his safe 
and not think it unusual.”—General Manager of a large English bank, 1916. 

In Gfecmany the cheque appears to be used mainly for local and fordgn 
transactioni.. Its development has been hindered by the existence of the 
Giro system of the Reichsbank, the Great Banks and the Post Office, by 
means of which the great mass of distant payments withi* the coonWy is 
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carried through. Anyone who wishes to make a payment elsewhere usually 
hands to a bank, or a post office, cash or an order on his account, togetiker 
with a statement of the party or parties to whom tliis amount is to be trans* 
ferred. The bank or post*office then undertakes the payment of these 
amounts either directly, or tr/ the account of. the distant parlies. The cheque 
law of 1908 has rcmo«sd many of the obstacles the growth of the cheque 
system. It is stated that in 1907 the number of cheques paid by the Deutsche 
Bank exceeded 10.000 daily, the total amount paid during Ufe year being 
about /250 m. 

Miscellaneous Articles on German Banking : “ The Giro System " ; “ The 
Use of Cheques in Germany.” Also, Riusscr, The German Great Banks, pp. 
149 and 217. ^ 

*•'rh<^foUowing csi; ’: the money of France ''re given in Currtf^ciVs 

after the War, utzn :— 


0 


Gold in Bank of France 
Silver in Bank of lT.inrf* .. 


% 


Gold in hiUKis of public 
Silver in^iands of public .. 
Notes in (;*’'c’ilation 


june loiJan. 
i in. / m. 

i(>2 221 (^79 ui. licM abroad) 

20 10 

. . 2 I >« > 1 « »( > 

.. t X» H( I 

2^2 m. fr.incs 


It may bo noticed that 'rii6ry’s estimates of the amount of gold t id silver 
money in public circulation in 1908 were substantially lower than these : 
i.e.. Gold, ;^i24 m. ; Silvery*;^47 ni.— La Tortune publiqtM de la France, 


1911. 


** The number of cheques issued in France doubled <luring the fourteen 
years previous to 1912. In that year the number of cheques issued was 
fifteen millions, ihe average value being /I230, and the aggregate value 


yi3400 m. 

M. Koulleau gives the following estimates:— 


Bank-notes daily passing from haml to hand .. .. m. 

Gold daily passing from hand to hand .. .. .. m. 

Cheques in circulation on any one (lay .. .. .. £13*11. 

• Cheques in circulation on any one day, U.K. .. m. to £80 m. 


He points out that the French practices of accepting bills at the house of 
the drawee, instead of at a bank, leads to .an extravagant use of currency. 
The private banker presents*his bills just before maturity to thwBank of 
France and receives cash for them. This cash is paid out to his customers, 
who employ it to pay the bills presented at their bouses. The bills^so pre¬ 
sented by the Bank of France number hundreds of thousands.—G. KouHet.u. 
Les Riglenunis par effets de commerce. 1914. 

“Report of Gold Production Committee. iqiS, App. A. The decline 
has continued, la 1920 the total output was £70 m. 

*• U.S. Mint Report, 1915, p- 63. Quoted in Lehfeldt, Gold, Prices and 
^ittvatersrand, p. 8. 

Quoted by Riesser, The German Great Banks, p. 238. 

“ Th 9 fiuctuations in the value of whaPwe use as our standard arc ever 
eitiier flurrying up busine^ activity into unwholesome fever, or ejse closing 
factories and workshops by the thousands. ... I shall argue that . . . the « 
only effective remedy '. . . [tl^e greater part of the fluctuatiotfs in general 
prices] is .to be sought in relieving the currciicv of the duty, which it is not 
fitted to perfe^jn, of acting as a standard of ^ aluc ; and, by catablishing in 4 
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accordance with a plan which has long been familiar to economists, an autho. 
litative standard of purchasing power independent of the currency/'—Dr. 
Marshall, art. in Coniemporary Review, March 1887. « 

!• But after all, the fluctuations in prices •from decade to decade are 
small in the aggregate as compared with those from year to year, and contri¬ 
bute but a very small share*to those uncertainties of l^siness which are the 
cause of so large a share of human suflering and degradation."—Dr. Marshall, 
art. in Contemporary Review, March 1887. 

• «Cd. 9182. 

Principles of Economics, 5th ed., VI. vi. § 6. 

The Export of Capital, p. 2W4. 

Goschen's Essay^. 

Estimate by the New York Times, quoted by S, S. Pratt in The Work of 
WaU Street, p. 143. 

•• The Wealth of Nations, Book T., ch. 10. ^ 

Riesser. The German Great Banks, p. 95, Prof. Pigou, writing in June 
1918 {Economic Journal), estimated that at the end', of the war our 
holdii^s of securities might amount to 60 per cent of the national 
wealth. 

” The Cr6dit Foncicr, a state-aided and privileged institution, is the only 
important mortgage-bond company lending on land situatcfl in France. It*} 
principal business consists, on tlie one side, in borrowing from the public at 
about 3 per cent against the issue of debentures ; and on liie other, in leading 
at about 4 per cent, for periods up to 75 years, to landowners, muiiicipalities, 
etc. In 1911 it had outstanding:—Debentu"es, ^157 m.; loans against 
mortgages. £<^2 m. ; communal loans, £^2 m. The average cost, borne by the 
applicant, was about 3J per cent of the loan. The main purpose of the 
institution was to aid agriculture ; but for one loan made in the country it 
makes twenty-two in a city, where the trouble and expense of the operation 
are lower.—M. T. Herrick, Rural Credits, 1914. 

•• " Much of the present-day underwriting is done on the Stock Exchange, 
and a member will approach another with sometimes little more than a slip 
of paper, upon which are jotted brief particulars of the people connected with 
the matter, the proposed capital, profit estimates, etc. The names on tho 
paper arc what really count, and if first-class people are connected with any 
concern, underwriting will present no difficulties."— Investors' Monthly 
Manual. 1910, p. i. Lecky’s view of credit is interesting in this connexion. 
In his Rationalism, p. 348, he maintaiiis that it " has long proved one of the 
great moralizing influences of* society, by the immense importance it has 
bestowed on character. . . 

*• *' By their system of granting cash credit to any individual able to oflSftr 
' a ♦•Hsfactory security, even if it be no more than the guarantee of two 
respectable householders, tlie Scotch banks have raised many a penniless 
struggler to a position of competence, ay, of absolute eminence."—L. Levi, 
History of British Commerce, 1880, p. 287. 

Herrick. Rural Credits. 

Thftry, La Fortune publique de la France, 1911. Riesser, The German 
Great Banks, p. 224. 

»*♦'Notes on Mortgage L». and Valuations," A. L. Cox, Transactions 
oj Survey,ors' Institution, 1912-13. "The Development of Building Land," 
, J. J. Done. Transacti''ns, 1911. 

•• G. I^ddell, Loans of Local Authorities^ pp. 10 and ii. See note 69. 

•• Information collected by Mr. T. Liddle in Sunderland, and^Mr. A. L. 
Ayre, of Newcastle. * 



NOTES 

* Variooa documenU reUting to Germany, published by the U.S.A. Nat. 
Mod. Comini88io&. 

*’ Fourth rmrt by A. Neymarck to La SUUisHgua fuUrnatimak d$s 
VaUun MMifies. » * 

•• In 1845 the amount oi capital in Prussia is estimated to have been £^6 
per head, in England ;^i43 per head.—SchmollM*. quoted by Dr. Riesser in 
Tk 4 German Great Ba%hs, p. 28. 

“ The establishment in Germany of special banks of depofit was out of 
the question, mainly because, in view of the low level of prosperity of tlfe 
population, such banks would not have yielded sufficient pro6t’'— Ibid., 
PP* 33 f^ 7 -» . 

•• '* Even in 1848 John Stuart Mill obser%'ed that ‘ the control of the opera¬ 
tions of industry u'>ii.»'!vl>elongs to the person wlio supplies the whole eft the 
greatest part of the iuiuis by which they are carried on. ... It is not un¬ 
charitable, however, to c.>nj*‘cture that, with onlinary humanity, the natural 
way bJdisjxiseof savings, which could not be usetl fonlisplayor self-indulgence, 
was in business Investment. And here wc have doubtless the explanation to 
a large extent of the way in which capibil was fouiul in middle-class basiness 
circles to finance the new inventions."- W. j. Ashley, The Hi onomic Organiia- 
Uon of England, pp. i56-<^ 

^ In the^w'OoUcn and \vorslc»I trades, Dr. (dapljain points out, the growth 
of the factory^yslera in tlie North was accompanied, throughout the nine¬ 
teenth century, by a transfer of capital from commerce to industry, ifiercantlle 
firms buyipg and building mills. In the cotton trade "... the men who 
prospered were raised by t^cir own efforts—commencing in a very humble 
way—and pushing their advance by a series of increasing exertions, having 
a limited capital to begin with, or even none at all. . . ."—P. Gaskell, 
and Machinery, p. 618. quoterl by Cunningham in his Growth of English 
Industry and Commerce. 

" Mr. Wilson, in his work on Capital, Currency and Hanking, estimated 
that the annual accumulation of property in the United Kingdom, between 
1840-45, could not be less than sixty indlions sterling. And though a 
large portion of such saving was required in the numerous branches of in- 
.dustry for their own improvement and extension, there was at that time a 
large suiplus of capital iu quest of promising einployinent."—L. Levi, History 
^ of British Commerce, p. 302. 

*’This proce.ss of amalgamation is liy no means a recent development. 
During the three decades following 1877, 1887 and 1807, the average numbers 
of banks disappearing annr.ajily as a result of amalgamation were 1^4*2,11*7, 
and 8 5 respectively. See art. by D. Fraser, Journal of Institute of Bankers^ 
4908. Early in 1920 there were m England and Wales twenty-one joint-stock 
and six private banks. Of their total lodgments, four-fifths were in tfi^ands 
of five leading banks. 

“ The small private banks, judging by my limited experience, arc 
multiplying at a great rate. In every city there is a string of big stores, 
*fumi^re concerns, etc., which do a considerable hanking business, as 
%D adjunct of their regular business, by taking money on deposit at a 
very Ugh rate of interest and making use of it in their business in the 
way of advance, etc."—Dr. Schmidt, german Bank Enquiry, 1908-9, 

p. 349. 

•• These figures have been obtained in the manner described Mbw. 

LodgmtrUs. —The Economist’s totals of the deposits held by^Oie Bank of 
England, the joint-stock and the private banks (mainly as on 51 December 
1913) afiiounA to ;^9 o 8 m. This aggregate may be roughly cqpected (t) for 
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• .* • 

ftbnonnal expansion at tbe end oi the year; (a) for duplication between the 

Bank of England and other banks; and (3) for duplication among these 
other banks. 

* (1) The following figures show roughly the expansion occurring during the 
last few weeks of the year:—Joint-stock and private banks: Deposits, £2^ m.; 
Cash in hand and at bankecs and Cash at short notice, ;^i6 m. and £12 m. 
respectively, or £2% m. in all. Bank of England: Otfier Deposits, £23 m.; 
Other Securities, £25 m. It seems safe, therefore, to reduce each of these four 
totals by £23 ro. to correct for the exceptional conditions at the end of the 
year. 

(2) ' Mr. Withers {The Meanin§ of Money, p. 253) assumes that o| the £51 m. 
of Other Deposits on i Jul> 1908, £20 m. were held by customers other 
than- banks. Taking" Other Deposits on 31 December 1913 at £61 m.- 
£23 m.=£38 m., and assuming tliat bankers' balances (in 1908 supposed to 
average £22 m. to £23 m.) include £4 m. to £5 m. of oeposits held by ^oteb, 
Irish, and other not-included banks, we may perhaps deduct £18 nf. from 
Other Deposits and Other Securities to eliminate duplication between the Bank 
of England and the other banks of the system. 

(3) U.sing as a guide the aggregate Cash and Short Notice money of such 

banks as keep accounts with the joint-stock banks, we may roughly correct 
for this duplication by deducting £3 m. from Deposits and from Cash in han^ 
and at bankers. ^ 

This* leaves a final figure of £908 m. - (£23 m .+£23 m.-|-£i8 m.+£5‘m.), 
say £840 m.. which may.be separated into lodgments on current gnd deposit 
accounts on the basis of a few banks which shovj^tliese items separately in the 
balance sheets. 

Notes. —As 70-75 per cent of the active note circulation was supposed in 
pre-war days to be held by the joint-stock banks (vide Industry and Finance, 
British Association, p. 207), the total of notes held by tlie public may be taken 
to be £9 m. 

Gold, Silver and Bronze. —Mr. Fraser (sec Economist, 22 August 1914 
and subsequent controversy) estimated that the total gold holdings of U.K. 
banks in Jpne 1913 were something over £100 m. Adding £6 m. for growth 
and £8 m. for silver and bronze (sec Annual Re|)ort of Mint), and deducting^ 
£10 m. for tlie probable holdings of Scotch and Irish banks, we get a total 
of £104 m. In view of the criticism of Mr. Fraser's figures, we may take th«P 
round figure of £100 ni. as an aproximatc total of the precious metals held 
by the English banking system at the end of 1913. 

Cash ^t Call and Short Notice. —This figure may be fairly closely estimated 
from the summary. The estimate, £in m., must be reduced by 

£7 m. to correct for expansion at the end of the year. (See under *' Lod§- 

• aienta»" above.) 

Investments. —Included in this total is the figure for Other Securities 
reduced by £23 m. (See under “ Lodgments," above.) 

Uncleared Cheques. —^This figure is based on the consideration that sub* 

' stantiaily the whole of one day's average Country and Metropolitan Clearingif 
as well as a small fraction of one day’s Town Clearing, is in the post each night 
and so carried as part of " Cash in hand and at bankers." 

The statement based on tbefe figures may perhaps be taken broadly 
representative of the position of the English banking system as a whole at 
the cod of 1913. It should not, however, be used for any but the most general 
purposes, of the kind for which it is employed in book; in par^nlar 
the relatioi. between reserves and deposits which it indicates should not be 
nsed without taking account; first, of the conjectural nature a' thd estimate 
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et AflaMBt mathodt of nuking kuai. (Sm p. 1^6.) 

Th# foUowing table is a compressed statement of the aggregate figures 
of the five la(ge joint-stock banks, as at 31 Doc. 19*1. Their total lodg- 
nunb. twelve months earlier, formed 85 per cent of those of all joint-stock 
and private banks (esciuding the Bank of England) in England and 
Wales• 

* i m. £ia. 

Capital, Reserves and Undivided Cash in hand and atfB. of E. aj6 

Profib ., .. .. 107 Cash at Call and Short Notice ‘108 

Eodgmenb . . .. i6a8 Investmenb . . .. ,, 304 

■ Discounte and Advances .. 1049 

Buildings, etc. .. ,, 18 

>733 

"^The return was confidential. The amount owed by the Stock Exchanges 

to banks, financial institutions, etc , at the date of the return was apparently:_ 

London, £&i m.; Country, £ii m. See art. by E. Sykes in Journal of Instilult 
of Bankers, 1915. 

“Sir Charles Addis, writing in July i q 18, estimated that in the floating loan 
market there were about ^300 m. bills under discount, and about ^100 m. 
^lodged by bill brokers with the banks as security against loans. Art. in 
Edinburgh Retgew. July 1918. 

“ These are estimates made by G. Roulleau in Les Plglemenls par effets 
de commerce. The total grows more slowly in the U.K. than in France or 
Germany. • 

" Art. " Problems of British Banking," The Edinburgh Review, July 1918. 

•’ Mice. Arts, on German Banking, U.S.A. Nat. Mon. Commission, Doct. No. 
308, pp. 159 and 160. 

*• G. Roulleau, Les Rigtements par effets de commerce. 

•• Hartley Withers, The Aleaning of Money, p. 205. 

“ For example : " In periods of active traile we know that bank loans 
increase and prices rise."—Mr. McKenna, Chairman of the L.J.C. & M, 
Bank, The Times, 30 January 1920. Again: "One of the r«asons why 
there is a great increase in the number of bills at the height of a boom is the 
acceleration of production—so that three biils may be drawn for goods moving 
'through successive processes where one was drawn in the same time before." 
—Riesser, op. cit., p. 282. 

•I Industry and Trade, p. 631. 

•* E. T. Powell, The Mechanism of the City, p. 133. 

•■A. Neymarck, Finances Contemporaines, Vli. 

“ E. Thiry, La Fortune publtque de la France, 1911, 

•• Journal of Royal Statistical Society, January 1911. 

This estimate takes no account of the amount of private capital (possibly 
£300 m.) invested in the purchase of land, in trade undertakings, bank de- 
^posib, etc. To find our net foreign investmenb in 1919 it would be necessary 
to add new investmenb 1908-14 (cf. p. 276), and to deduct (i) (jerhaps 
,^1000 m, for foreign securities sold during the war period (cf. Keynes, Econ. 
Consequences of the Peace, p. 258) ; and (2) the difference between war loans 
due to anfi from this country (loans to AlliRi reckoned at une-hall their Ifcio 
value), say, £300 m. But the bases of these estimates are too rough to Justify 
the quobtion of any definite final figure. 

“ It b well knowmtkat prior40 the war a large part of the fndustries of 
Mbrtfa It^y were controlled by German banks. It was stated au&oribtively 

>9 
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before a rece&t Board o^Trade committee that these baalcs had financed tiiv 
electrical industry in that area to the extent of ^35 m. and that the whole of 
that busbess was in their hands. The German practice in such cases seems 
tp have been to undertake the initial financial work requisite foi^evelopment; 
to recover their capital by the sale of securities to*tbe public; but to retain 
control mainly by representation on boards of management and by the use 
of their customers’ voting proxies. Another instance if that of the Anglo^ 
Argentine Traqjways, which were gradually absorbed by a company, nomi¬ 
nally Belgian, really German. The present Anglo-Argentine Co., it is stated^ 
has an English Board of Directors; but is absolutely controlled by a Belgian 
group which is itself controlled in Germany, all constructional work going to 
that country. • ' 

Oqe banking house, in Wall Street controls, or is directly influential in 
the management of, over one-fourth of the rai’road mileage of the U.S.; 
practically controls one, an<l is represented on the Boards of Directors of the 
other two, of the three largest banks ; is identified with three trust companies 
and one of the four leading insurance companies ; is the chief directing force 
in the coal and iron trade ; has close alliances with leading corporations in 
copper,‘electric light and telegraphs; while the par value of the securities of 
the various companies with which it is identified is upward of ;^iooo m.— 
Pratt, The Work of Wall Street. 1903, p. 239- 

Estimate by A. Ncymarck of the valeurs mobili^res actually ^wned by/ 
the varices countries of the world in 1908. Finances Contem^yoraines, VII., 
p. 446. 

*• “ The wholesale grocery business of this country is centred in London. 

. . . Sales arc held periodically at the Commer^'al Sale-Rooms of such Im¬ 
ported commodities as sugar, cofiec, cocoa, tea, spices, etc. These arc public 
wholesale auctions, open to every one, but in reality only representatives of 
tiie wholesale houses, and recognized brokers and agents take part in them.'* 
—W. Abbott, Commercial Theory and Practice, 1917, p. 252.. 

•• T. Schilling, London als Anleihemarkt der En^lischen Kolonien. 

Riesser, op. cit., p. 354. 

•* MUc. Art^. on German Banking. U.S.A. Nat. Mon. Commiasion, 1910, 
p. 151. 

•* '* It has been estimated that the amount now secured on the debentures# 
and debenture stock of trading companies is not less than ^^500 m."—E. 
Manson, Debentures of Trading Companies, 1909, p. i. * 

•• App. to Report of the Company Law Amendment Committee, 1906 [Cd. 
3053]. P- 93 - 

•* As a'.'orm of organization the private joirtt-stock company has several 
notable advantages over the partnership or singly-owned business, 

I. Tpe liability of the shareholders is limited, and certain other ri^ ar# 
^ reduced by the transfer of powers from partners to directors. 

3. It has continuity of existence. When a member of the partnership 
dies, his executors incur legal risks if they postpone settiement and 
may incur business loss if they hasten realization of the property. 
With the private joint-stock form of organization such difficulties'^ 
do not arise. Its existence is not afl^ted by the death of a sbare^ 
holder. Admission and retirement is a simple matter; tmd the 
sale, mortgage and settK:.ment of parts of the property tre greatly 
svnplified. 

3. It special facilities for borrowing, owing to its ability to issoe 
debentures and to charge its assets ia amoctaner not opca to a 
private business firm. 
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The pabhc }oln«-etock lonn of orgenSsatton Mt carriee witii ft tbeea 
adeasti^. 

Fo'o'ther, its ability to soil its shares to the public widens the maricei for 
the sale of prit’ate undertakings and increases the power of the company Cb 
obtaia the capital it needs Jor its devek)pment. But. inasmuch as its directors 
usually hold only a small proportion of its shares, it suffers much more than 
the private company from the weakness in the connexion between riif 
shareholders and the directorate. See, in particular. Palmer's Company 
Law, X916. • 

•• “ The Daily Money Article,” Journal of th$ InsHtuie of Bankers, 1914. 
Anotlyer slightly different method is suggested bv Mr. Powell. He points 
out that a financial house or a powerful investment trust will take up stock 
in. r.g., a gold mi»u whose shares, for want of any ffnmediate yield, sannot 
be publicly marketfel. J'hty take shares to provide tlic necessary working 
capital, getting perhaps a c.iil on the remaining sliares at an agreed price, and 
latei^ll them to the public.—E. T. Powell, Th' Mechanism of the City, ch. i. ^ 
X910. 

It is of some importance to notice that the Committee of the London Stock 
Exchange have recently rcsolvetl that, before granting leave to deal In 
securities which are issue^l without any prospectus publicly advertised in 
thiscoun' ry or circular!? circulat<xl] to shareholders, they will require publica* 
^tk>n of all the necessary details with regard to the formation ami issue of the 
company. Jlie Ttmts. 3 December IQ19. • 

••Hou^ of Commons return re Gas Undertakings. 1015; re Tramways, 
191a. 

The Economist's figur^^ are drawn from a wide field. A more limited 
source of the information lies in the individual issues published in The Times. 
These individual issues may be separated with tolerable accuracy into applica* 
tioDS for capita] destined for homo and foreign employment respectively, the 
line of division actually adopted passing betAveen invostinent trusts mainly 
concerned with foreign securities, which arc plactuj in the latter class, and 
English shipping lines, which are placed in the former class, t.e. their capital 
U reckonea as employed at home. Omitting liritish Governmejjt and rail¬ 
way securities, short-term bills and municipal borrowings for unspecified 
purposes, the average annual applications (1012-14) for capital destined 
emainly for home employment was found b) be approximately ;^2if m., of which 
some £8 m. was in the form of debentures 

••Writing of the "increase of ^230.000,000 in home capital, computed 
in the Census of Production ^Final Kc;x>rt, 32-3) as taking place in 1907,” 
Prof. Bowley states: " There is some evicjencc that this is over-estimated. 
4md perhaps ;{2oo,ooo,ooo may be nearer the fact, . . —The Division oj 

the Product of Industry, p. 20, note 2. * 

••Even during the recent financial boom in cottmi securities, these con¬ 
ditions do not seem to have change<l fundamentally. A broker in close touch 
with these developments writes {Nov. 1919) : " In general no prospectus is 
•issued. The modus operandi is for an agent on behalf of a syndicate to pur« 
chase the shares of a cotton spinning company by offering the shareholders 
ft tempting price for their holdings; lor instance, if the shares in the market 
were worth ^6, the syndicate offers £15 or /go per share, provided all arc sold. 
The old company U then liquidated, and a fresh one started, with a cafAtai 
in ftccoraaace with the amount of the price paid for the old shar^, and ^ese ^ 
new shares are taken by local people who understand the cottoB^business." 

A word may be aoded with regard to the practice of spinning companies, 
especially in^hc Oldham district, of borrowiag^ums on deposit^n the manner 
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oi ••Joint-iiock btak. *Sncb loan* may be iavtted by advertieenuoi oeion 
the mill is built la the typical case, deposits would be made of li and 
upwatd ; and amounts of ;£ioo would be wi^rawable on demand, amountsof 
;£5oo or so at fourteen days’ notice. Depositors havp for their sedulity only the 
figures in their loan books and their faith in the directors ; they are attracted 
by the simplicity of the arrangement and by a ra\e of interest higher than 
that paid by the banks. Prior to the war this simple method of obtaining 
capital was of ccnsiderable importance in the finance of the trade, the volume 
of leans, in some cases, being greater than the paid-up capital of the borrowing 
company. It would seem that only in very exceptional cases did any loss 
fall upon lenders ; but the heavy pioportion of loans to capita} was a cause 
of some apprehension in the trade, and even gave rise to suggestions that the 
matter shoulo be dealt frith by legislative action. 

This method of finance is not peculiar to cotbJn spinning, but it has gone 
much farther there than in other trades or industries. It may be noticed 
that, according to an official return made in 1905, some 150 boroughs in 
England and Wales had at that date similar borrowings amounting to nearly 
li m. tin the typical case, the borough used the security of the local rates 
to borrow small sums from several hundred people, the conditions of repay¬ 
ment ranging from six months’ notice to contracts for periods of fifty or 
sixty years. 

’• Misc. Arts, on German Banking, p. 154. 

EieSser, op. oil., p. 478. 

” “ During the second epoch [1870- ] credit banks, in order to avoid direct 
participation, have to a large extent resorted to the intervention of trust 
and finance companies for the purpose of exercising their promoting activity 
Md for the financing of subsidiary banks.”—Riesser, op. oil., p, 345. 

’• U.S.A. Nat. Mon. Commission, Doc. 405. Interviews on Banking Systems, 
p, 223, Cf. latter part of Note 5. 

” Art. in Economic Journal, Dec. 1917. (For a sketch of the development 
of these houses, see Mr. E. T. Powell’s art. on “ The Economic Fnnction of the 
Finance Houses,” Tke Financial Review of Reviews, Dec. 1919.) 

’• Ibid. Mr. A. S. Dewing in Corporate Promotions and Re-organizations 
estimates that the following figures represent fairly the capitaliration of an^^ 
average consolidation in the United States;— 


Actual value of plant 

.. V • 4 million dollars. 

Excess price paid .. 

.. .. 2 „ 

Compensation to promoter 

.. ..I „ 

CompC^asation to banker .. 

I „ 

Bonus of securities to public 

..It 

Oi|Eauizatioa expenses 

.. i 


10 million dollars. 


” ". . , modem company promoting is undertaken by the vendor.”— 
’Debate on second reading of the Companies Bill, 1900, Hansard, vol. 84, o 
1900. Mr. Lawson Walton, confirmed by Mr. Martin. ». 

" Ibid. Mr. Holland. 

’• Interviews on Banking Sysiegts, p. 394. e 

■w These statements on foreign company law are taken from W. J. Greso- 
wood’s FoAign Stock Brckange Practice and Company Lams, 1912. 

•• Art. to Economic Journal, Doc. 1917. 

•> See debate on second reading of Companies Blfi, fgoo, 

•• Art. ” Boom Prospectuses,” 1910. 
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“ Cd. $03*, p. 10. 

** Palmer's Company Law. loth ed.. 1916. chap. i. 

**H. Lows&feld. p. 175. • 

'* I do sot know whetlier the Attorney* General is aware of the nature of 
tiie amounts now paid the promoter of a ^mpany. Take, for instance, 
the solicitor. The^Ucitor very often gets ;^iooo for putting his name on a 
prospectus. . . . This applies also to the brokers on the ^tock Exchange. 
They very often receive £1000 for putting their names on a prospectus. . ^ 

— 2 >ebate on second reading of the Companies Bill, 1900. Mr. Labouchere. 

•• Board of Trade Annual Reports on Companies. 

•’ Tin l^ochanism of the City. 

•• Cf. in particu^’r, art. on " The Provincial Stock Exchanges," Ecof^mist, 
1914. • 

^ All about Investment. 

Mr. Lowenfeld is no doubt using the term " free market" in a narrow sense. 
There are very large numbers of stocks for which a price both ways will not 
usually be quoted, but which an investor can nevertheless buy or sell on the 
market at a reasonable margin of price. 

** These [smaller companies] often have to issue their ordinary shares in 
thefirstinstanceintheirownneighbourhood. . . . The dealing in, or the issue 
• of, these securities, which are often perfectly substantial, is often almost, if 
not quite, inlpracticable."—R. H. 1 . Palgravc, art. in Quarterly R^.view, Jan. 
1918. 

•• In a memorandum of Jan. 1920 (Cmd. 594) the Board of Inland Revenue 
draw attention to the influfnceon market quotationsof the'' common practice 
in industry (from motives of prudence) to create reserves which arc not dis¬ 
closed in published balance sheets. . . ." They point out (a) that in conse¬ 
quence of this the market has not always full knowledge of the assets of a 
business; and (6) that the investor would usually value the shares of a 
company more highly if its policy were to distribute, say, one quarter of its 
profits in dividends, carrying the remainder to reserve, than if its policy wore 
to distribute a larger proportion of its profits to its shareholders. In a 
number of cases which they investigated, market quotation^ indicated a 
capital substantially below the true value of the business, i.e. were below 
inv^tment values. 

“ It is of some importance to bear in mind " the huge difiorence," as a 
member of the Stock Exchange expresses it. " between effective jobbers in 
a market who have the capital and braias to ... ‘ run a book,' and the 
myriad parasitic Jobbers who deal from hand to hand in their^ake, mrely 
j . buying or selling from the public without knowing where instantly to 
undo the business." *. 

M During the war, time dealings have been abolished. At tm> end of 
1920 they have not yet been reintroduced. 

•• Most of these particulars are taken from Clapham s Woollen and Worsted 
Indut^s. 

•* Abbott, Commerical Theory and Practice, pp. 246, 247. • 

In one large London merchant house the average length of credit granted 
was 3*i« months. (Information given by a London Accountant, 19 * 3 *) 
Anottmr uurge merchant house in Cheapstde states that practically all ^eir 
goods are sold on credit and that the average perk>d of credit )is about lour 
montiis. Another simitar firm says that their cash sales are v^jy small, and 
that thsee months il &e probable average period of credit 

** GU. 9^8, p. 12. 

**Cd. 90^,^ 32 . 
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” Cd. 90731 P* * 7 * 

•• Abbott, op, cii.t p. 257 and p. 119. 

• L. D. H. Weld, art. Marketing Functions and MercanlUe Organisa¬ 
tion/’ The American Economic Review, 1917. * 

Art. “ The Recruiting of the Emplo3dng Classes from the Ranks of 
Wage-Earners in the Cotton Industry," Staiistical Joumc^, Feb. 1912. 

1®* Information given by prominent business men in the industry. 

Cd. 9073- P- 32. 

'®* information given by such bodies as Chambers of Trade. D Marshall, 
referring to the practice of selling gpods on credit, writes: " This tendency 
undoubtedly often makes for an undue extension of the numblrol traders, 
and especially of retailors ; and there is probably some ground for the sug¬ 
gestion that there arc more traders in many counhries than are needed for the 
work ."—Industry and Trade, II. vi. 4. 

“*Cd. 9079, App. VIII. « 

ws" It is a most valuable asset to the retailer to have a«reputation for 
prompt payment. He often receives special terms and discounts, and 
frequently has opportunities affordtxl of acquiring good lines of goods which 
are denietl to his colleagues who are less punctual in meeting their obligations." 
—Abbott, op. cit., p. 128. 

iw Principles of Political Economy, iii. 12, § 5. 

107 pri^r to the war it was apparently a common practice fer; leather mer¬ 
chants to give five or six months’ credit, generally in form of bills. Pro¬ 
ducers of leather and shoes have since then greatly increased their financial 
stability, and the system of trade credit has " vastly improved." 2\ percent 
discount for payment in thirty days (rarely longer) are now the general 
terms. Art. Boot and Shoe Trade Journal, March 1918. 

1®** Industry and Trade, p. 7H6, 

Les R^glements par effets de commerce. 

Principles oj Economics, 5th ed., iv. 12, § 12. 

*** Census of Production, 1907, Final report. 

C. K. Hobson, The Export of Capital. 

StatisHcal Journal. Feb. 1912. 

*** See Bowley’s The Dttu^tow of the Product of Industry, f.n. p. 20. 

Information given by prominent business men in the industry. 

Woollen and Worsted Industries. 

The result of inquiry made among business men by Mr. K. Broadley. 

Industrial Gloucestershire, 1904. 
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and Paintings in the Natieoai Geuiery,6#. net. 
Travel Notes. 
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B<Om< 1II rWUUua). AN IltTRODUC. 
TION TO SOCIAL. PSYCHOLOGY. 

SisUtniA BdUian. Cm Sw. &f. M4t. 
BODY AND MIND: A Histokv anu a 
DsrEMCB OP Animi.sm. F{/ik Edition. 
Dtmy Stw. its. f>d. mi. 

MMtwllDek 

Tkb Blub Buco : A Fairy PUy in Six Acts, 
6 t. nit, ^ MasV Magoalbnb: A Play in 
Three AcU, jr. nt(. Death, y. (>d. »ti. 
Oub Etbbnitv, 6a. •<-/. Tub Unknown 
Gubst. 6r. nti. Pi km'. Tmr 

Wrack or thb Sto.,m, L'. tut. Tub 
Miracle op St. Anthony - A j'lay in One 
Aig, ys. 6d. Hit. The Huki.(imastbk op 
SmtKONOE : A Play in Tl)r»-c Acts. y. 
mi. The Betiothal ; or, i'he I'.lue Bird 
CbooKS, 6r. fUt. hiouNTAlN Patks, 6r. 
n*t. Thk Story OP Tvltvi , ai;. net. 
HHbb (!• k.). The Day's Pl. v. Thk 
Holioav Round. Once a Wkkk. Ai! 
Cr. 8iw. 1$. tut. Not THAT i r Matikkn. 
Fca^ SfS. fu.nti. Ip I May. Fcap.'itw 
I 6r. ntt. 

Oxtohiun (Johiah* 

Bees in Amuk*-- : A Little Book of Tlumcht- 
ful Ver?^. Ai.i.'s Wpi.i.: A C<’llci.tioii i>f 
WarPoems. The KiN«;'.s}Dr.M Wav. I mi; 
Vision Splendid, The Fikkv Cko^s. 
High Altars: The Record W a V’jsii to 
the'JlatllcfieldK of France and Flanders. 
HkAR'TS COURAHKOUS. Al.l. Cl.RAH 1 
Winds op the Dawn. AH Smalt i'ott 
Zt>0. I'aptr, If. yd. nti; eL>th hoards, ai. 
net. Gentlrm^n—The Kisu, ts. nef- 


Pttrl« (W. M. FUnden). A HISTDRV 
t>F EGYPr. IlluMiated. Vf.v i'olumts. 
Cr. 8c«», E.ach i>f. net. 

VoL. 1. From the Dt to ihk XVI ni 
Dynasty. Ninth hdition. (loi. tt/i.) 
VoL. II. The XVlhii aa»d XVIIDh 
, Dynasties. Sixth Edition. 

VoL. III. XIXth to XXXth Dvsasites. 
Se<»nd Edition. 

' Vou IV. Egypt under the Ptolpmaic 
Dynasty. J. P. Mahafpv. .'secondEditson. 
VoL. V. Egypt under Roman Rule. J. G. 

Milne. Second Edition. 

VoL. VI. Egypt in the Middle Ac;ks. 

Stanley Lank Poolk. Snomt Edition. 

* YRIA AND EGYPT, FROM THE TKLI. 
» EL AMARNA LETTERS. Cr. 6vo. 
u. net. 

EGYPTIAN TALES. Translateii from the 
Papyri. Fb»t Series, ivih to xiiih Dyna-viy. 
lUoktrated. Third Edition. Cr. 8fv>, 

eSyPTUN talks. TranMattd from ill. 

Papyri. Second Seties« xviiiTii to xixth 
Di^aaty. Illustrate. Second Edition. 
^ Cr. Sew. 5f. net. 


MUrd (A. P.L A SHORT HISTORY 
OF THE GREAT WAR. With 19 Maps. 
Second Efifim. Cr. Sm. io«. 6d. net. 


Prlw (L. U). A SHORT HISTORY OF 
POLITICAL ECONOMY IN ENGLAND 
FROM ADAM SMITH TO ARNOLD 
TOYNBEE. Tenth Edition. Cr. 8tw. 
Sf. net. ^ 

R«ld (0. Arohdall). THE LAWS OF* 
HEREDITY. .S'econd Edition. Dtinjtivo. 
jCt If. net. 

RobtrtMO (0. QrAot). SELECT STAT¬ 
UTES, CASES, AND DOCUMENTS, 
1660-1833. JhiM Edition. Ptmy Bw. 
15J, net. • 

8«!oub (Edmund) TOMMY ShilTH'S 
ANIMALS. IHiivtratcd. Nintfrenth Edi¬ 
tion. EiaE. 8f'.’. i-f. f></. Hft. 

TOMMY SMITH S OTHER ANIMAUS. 
Itiusiralcil. EUtftnXk E.diiion. heap. Stv. 
u. t>d. net. 

Tommy smith at the zoo. Utus* 

tr.itrtl Eourth E!di:ion. Ecap. ivo. 

iommV smi th ag.mn at the zoo. 

niusir.atcd. AV<i*n«/ Edition. E(&p. StM. 

>s. 'd. 

JACK'S INSLCIS. I'opuUsr Edition. Cr, 
8rv. 31. id. 

JACK'SOTHKKINSI-XTS. Cn 8rw. y.td. 
SheU«y (Percy Bytthe). POEMS. With 

an Intrixluc lion by A. CluTToN-UhiXK ami 
Notes by C. D. l.uioCK. 1 'm-o V'olnmts. 
Demy hvo. jCi is. net. 

Smith (Adam). THE WEALTH OF 
NATIONS. Edited by Edwin Cannan. 
T-.v.i r./iun/e.'. .'.econd Edition. Demy 
8r-n. £\ nu. net. 

Steveneon (R. L.). THE LETTERS OF 
HOllEkT l.f)l'ISS'IEVENSON. Edited 
by Sir SiDsi'v Cwi.viN. A Nan Ke- 
artanced Edition m Jour vidumer. Fourth 
Edition. FiitJ. (i:','. E.ack (>s. net. 

Surteee (R. 8.). HANIH.EY CROSS. 

llInMiatrd. Ninth J.dHton. P'cap. Bw, 
IS. id. net. 

MU. SPONGE'S SPOUTING TOUR. 
llluNiiaied Eijih E.dition. Ecap, 

71. tut. net. 

ASK MAMMA: dk, 'THE RICHEST 
COMMONER IN EN(;LAND. lltuv 
trai*d. .SecondE.dition. heap, t-.-o. 71.61/. 
net. 

jOUKOCKS'S JAUNIS ANt) JOLLD 
TIES. Illustrated. Seventh Eldition, 
l‘\ap. (d o. '■jf. net. 

MR. KACl.V ROMFORD’S IK^NDS. 
(Iliistiat'vl. Eourth E.dttion. E'ikp, Bra 
71. G/. net. 

HAWMU(.K GKANfiK: ok. TH E SPOK'T- 
I.NG ADVEMUKES OF THOMAS 
SCtil T, F-'.i}. IHustraieLl. Ecap. 8 vo, 
6j. net. 

PLAIN OR KINGLETS? lllunraied 

Eiap. Hvo. js. id. net. • 

mi.I.lNtiDON HALL. Witn la Coloured 
Platen by Wudkakk, Huaid. and Jklli- 
•i'E. Ecap. 6 rw. 7f. td. net. 
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Tl!a» (W, 7 .), THE ART OF LAWN 
TENNIS. Illustrated. Cr. 8tK. 6s. nft. 

TtlMten (Mary V.y DAILY STRENGTH 
FOR DAILY^ NEEDS. Twentystvtn/h 
Edition. Mtaium i6mo, y. 6d. net. 
'Underhill fEvelyn). MYSTICISM. A 

Study in the Nature and Development of 
Man's Spiritual Consciousness. Eighth 
Edition. Dtmy 8 vo. i^s. not. 

VardOB (Harry). HO\St,TO PLAY GOLF. 
Illustrated. Thirteenth F.ditisn. Cr. 8vo. 
gs. net. 

WaterhoQi* (Elizabeth). A I.ITTT.K 
BOOK OF I.IFE AND DEATH. 
Ttueniietk Edition. Small I’ott 8vo. 
Cloth, 7s. 6d. net. 

Welle (J.). A SHORT HISTORY OF 
RC^ME. Seventeenth Edition. Witli 3 
Maps. Cr. Bvo. 6 j. 


Wflde(Oeear). THE WORKS OF OSCAR 
W 1 LI)E. Eca^. 8vo. Rack 6s. 6d. nsi. 

I. Lord Arthur Savile’s Crime and 
THE Portrait or Mr. W. H. ii. The 
Duchess of Padua, mi. Poems, iv. 
Lady Windermere’s Fan. v. A Woman. 
OF No Imhoktancb. VI. An Ideal Hus* 
BAND. vn. The Importance op Bbino 
Kaknbst. vih. a OP Poms* 

oranates. IX. Intentions. (I. Db Pro* 
PUNDis AND Prison Letters, xi. Essays. 
XII. .SalomS, a Fi-okentinb Traosdv, 
and La i Faints Courtisanb. xiii. A 
Critic in Pall Mail. xiv. Selected 
PK r)^E OP Oscar Wilde, xv. Art and 

Dp.rdBATION. , 

A HOU.SE OF POMEGRANATES, ftluf 

tr.ited. Cr. ^to. 21s. neth 

Ye»te (W. B.). A BOOK OF IRISH 
VERSE. Fourth Edition. Cr. dvo. 
7s. net. 


Part 11 .—A Selection of Series 

If 

Ancient Cities 

(icncral Editor, Sir B. C. A. WTNDLE 

Cr. Svo. 6 s. net each volume 

Wilh Illustrations By E. II. Nkw, .ind other Artists 

Bristol. Cantbruuhy. Chkstkr. Dun* I Eiunhukcu. Lincoln. Shrewsbury. 
LIN. ^ I Wells and Clastonburv. 


The Antiquary’s Books 

General Editor, J. CHAREES COX 
Demy %V 0 . ,iox. 6^/. net each volume 
With Numerous Illustrations 


Ancient Painted Glass in England. 
Archeology and Fal.se Antiouitiks. 
The« 5 klls op England. The Hka-sks 
v'jp England. Thk Casti.k-- and Wai.i.kd 
Towns op England. Ckltil Art in 
Pagan and (;mri'‘Tian Times. Chorch- 
WAKDBNs’ Accounts. The Domesdav 
Inquest. Kngi.isii Church Furniture. 
English Costume. English Monastic 
Life. English Sbals. Folr-Lokk as 
AN Historical Sciench. The Gild.s ANt> 
(^mpanies op London. The Hermits 
and Anchorites op England, ‘^he 


Manor and Manorial Records. The 
Mkiua'val Hospitals op England. 
Old English Instrumbnt.s op Music. 
Old P^sglism Lmirakibs. Old Service 
Books ok the English Church. Parish 
Like in Meomival England. The 
Parish Registers op England. Rb* 
MAINS OP THE P’pBHISTORIC AGB IN ENC* 

LAND. The Roman Era in Britain. 
KoMANo*BkiTi.sH Buildings and £ARTR«r* 
works. The Royal Forests op Eng¬ 
land. Tfht ScHoous OP Medieval Eng¬ 
land. Shrines of British Saints. 
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The Arden Shakespeare 

General Editor, R. H. <?ASE 
Dtmy 8w>. 6x. tut each valumt ^ 

An editloD of Stuikespeftie in Single Hays ; each edited with a full Introduction, ^ 
Texliui Notes, and a Commentary at the fool of the page. 

Claseios of Art 

1 .'‘ ‘iby Dr. J. H. W. LAING” 

With numero. i’ Illustrations. Witie Royal 8w 

TH^ART or THE tiAEBKS, 15J. ntt. ThE net. Raihaki., i f. net. RkmuMANDT *9 

Arr or theRomahs, i6i. Chandin, ErcHiNtiS, Two VoK., aji. ntt. Tintoe- 

15/. $ut. D0N..THLL0, i6f. ntt, Gbonoe KTTii, 161. A/f. Titian, »fk». iMf. Turner's 

koMNBV, ly. i«^/. OuiRtANnAit), ly. A//. Sketches and DKAWiNiiR, isf. mt. 

Lawrence, ay. Krf. MicHEijtNCRi.o, ijr. Velazquez, 


The ‘Complete’ Series 

Fully Illustrated, Demy %tH> 

The Complete Amatroe Boxkk, iw. 6-/. ntt. THKCnMPi.rTR Iojitsoan. Cr.Ser. y. 
tut. The Coa^-i.etk Assik:iatiuh Foot- net. 'l'nKO>«rLKTELAWNTENNisr..Aytii, 
RALLEK, IQ*, td. ntt. The CoMn.KiK tjt. 6 d. net. The Cumpietr Moidriat, 

AthletK' Trainkh, »oj. 6 d. net. Thk lof. 6./. net. The Complete Mountain- 

Complete Rii.iiABn I*LAVKH, las. M . kkk, i^j. «/. The Complete Oarsman, 

mt. The C<>mi‘i.kt» Cook,#oz. 6i/. «/f. i^s.nrt. Thk CoMPLkTB PM"ror.RAPHRt, 

ThVComplete Crickp-ti'k tar. W. net. i^f. mi. The CoMPiarE RycBV Foot- 
Th? Complete Foxhunt kh, i6 ». net haller, on the Nkw Zealand Svhtem, 

The Complete Goi.puk, us. 6 d. net- lu. 6 d. net. The Completb Shot, i6*. 

The Complete tiocKKv-PLAVKR, ios. 6 d. mt. 'I he Complete Swimmer, ioz. 6 d. 

net. ThrCompletb Horseman, tax. td. mt. ThkComplbtkYachtsman, t6x. i«rf. 


The ConnoisBear’e Library 

With numerous Illustrations. Wide Royal Svo. 25x. net each volume 
English CoLooREO Boobs. English Fuh-I Manuscripts. Ivoririi. Jewellery. 
NiTURE. Etchings. European Enambls. I Mkzzotihts. Miniatures. Vorcblain. 
* Fine Books. Glass. Coli»smiths’ and hiHAUs. Wtioo Sculpture. 

Silversmiths' Work. Illuminatuu 1 

Huidbooks of Theology 

Demy 8w 

The Doctrine or the Incarnation, 151. miitREKos, lax.W.«/. The Philosophy 
met. A History or Early Christian of Religion in England anb America, 
Doctrine, i6x. mt. Introduction to itt.bd.mt. Thb XXXIX Articles or 
THE History or Religion, lax. t>d. ml. the Church of England, i5f. ««/• 

An Introduction to thb History of 


Health Seriea 

^ Feep. ^vo. 2s. ful. net 

The Baev. The Care or the Body. The Long. The Prevention or -the Common 

• Cars or THE Teeth. The Eves of our Cold. Staying thr Plague. Throat 

Children. Health for the Midih-e- and Ear Trourcbs. Tubercuixikis. Th^ 

Aged. The Health or a W^Man. The Health or the Child, a/, w/ 

Health or the Skin. How to Live 
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Ltaders of Religion 

Edited by H. C. BEECHING. IViti Porirat/s 
Crown Svo. 3s. net each volume 

The Library of DeYotion 

Handy Editions of the great Devotional Books, well edited. 
With introductions and (where necessary) Notes 
Small Pott ivo, clothy $s. tut and 3^. td. net 


Little Booke on Art 


With many Illustrations. Demy \6mo, 5J. net each volume 
EaCh volume consists of about 200 pages, and contains from 30 to 40 Illustrations, 
including a Frontispiece in Photogravure 


Albkbcht DUrbr. Thr Arts or Japan. 
Bookplates. HarTicEi-Li. Burnb-Jonks. 
Cbllini. Christian SvMiioLisM. Christ 
IN ^RT. Cl.AUDK. Ci'NSTAHM-. CoKOT. 
Early English WATtK-Coi.ouu. Ena¬ 
mels. Fkeurkic EKiGirfoN. (>kokge 
Komnby. (jkkkk Art. OKRUitK and 


Boucher. Holbein. lL?*mtNATBD 
Manuscripts. Jewellery. John Hopp- 
NER. Sir Joshua Reynolds. Millet. 
Miniatures. OurLadymArt. Raphael. 
Rodin. Turner. Vandvck. VsLAZQOtz. 
Watts. 


The Little Gnides 

With many Illustrations by E. II. New and other artists, and from photi^raphs 
Small Pott Hvo. 4s. net, 5j. net, and 6s. net 
Guides to the English and Welsh Counties, and some well-known districts ■ 
Tlie main features of these Guides arc (i) a handy and charming form ; (i) 
illustrations from photographs and by well-known artists; (3) good plans and 
maps ; {4) an adequate but compact presentation of everything that is interesting 
in the nitural features, history, archxology, and architecture of the town or 
district treated. 


The Little Quarto Shakespeare 

Edited by W. J. CRAIG. With Introductions and Notes 
Pott l6mOo 40 Volumes. Leather, price ir. cyi. net each volume 
Cloth, If. 6d, 


Plays 


Fcap. 8w. 

Milestones. Arnold Bennett and Edward 
Knoblock. Ninth Edition. 

Ideal Husband, An. Oscar Wilde. Actini 
I Edition. 

Kismet. Edward Knoblock. Fourth Edi> 
Hon. 


3f. 6d. net 

TvpHoop. A Play in Four Acta. Meicbkw 
Lengycl. English Version by Laurenco 
Irving. Stcond Edition. 

Ware Case, The. George Pleydeli. 
General Whnr. J G. Harold Terry. Stcond 
Edition, 
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Sports Series 

UlustraUd. Fcap. %vo 

All Asoot Flying, y. ntt. Golp Do's | Cro^s-Coontry Ski-inc, si. rut. Wrest* 
AMDDont's, w. «r/. THE Ooi.KiNC Swing. ling, ru-/. Quick Cuts to Oooo Golr 
Sf. mtt. How TO Swim, sj. tui. is . td. nti. Hockey, 4J. tut. 

Lawk Tennis, m*. Skating, y. tut. < 

The Westminster Commentarlei 

Gcnci ., Jailor, WALTER LOCK 

Demy Sz/u 

The A^rs ok the Ai-ostles, j6j. mt. ■ jfir. ««■/. J->», Sy. 6</.«('. Thk Pastoral 

Amos, 8r M. net, I. Cokintmians. gy. 1 Kit--iiKs, Ss. 6 -/. mt. ‘I'iik Philipi’ians, 

6 d. tut. Ekodus, i5i. tut. E/i'Kih:i., ; g.i. fu£. tut. Si. James, By. (xi.tut. St. 

its. 6 d.iut. Genksis, idr.«y/. Hkukkws, ! Maitiikw, li.s.ntt. 

8#. f)d. tut. Isaiah, i6j. tut. Jerumiah, ! 


Methuen’s Two-Shilling Library 

Cheap Edilions of many Ropulai Hooks 
feap. 


•PaktVJI. — A SkliXtion (IK VVoKKs OK Fiction 


BabmU (Arnold)- 1 

CtAVHANCiKR, fll- net . HiI.I’A I.»Sx\V,\Y', 
it4 tJ . tut. THEMr iwAiw, Thk Cakii, ! 
The Regent: A Kivc I own*; Siory of I 
Adventure In Lon<.i<;ii. Tm I'kiib or j 
IxwE. Bukiki) Amvh. a Man bkom nir ' 
North. Thi; Maiaimjr ok thk: Fur 
Towns. Whom Goo haih Joinhu. A 
Great Man: A Frolic. 7s. 6.V. net. 

Bl^lD^inm (George A.)— 

Spanish Gold. The Skarch Pariv, 
^.alace's Lovers. Thl liAn Times. Im’, 
-.THE Rebei.*. Att 7s . 6d . net . Imshi i-kv, 
». 6 d. tut. 

Bnrroiight(Bdgar Rfoe)— 

Tarxan ok the Apes, fu. net. I'he 
Rbturn ok Tarzan, bs. net . The Beasts 
TaRZAN, 6y. My/. The Son »v Tai-^an, ^ 
Tk. net. Jungle Tales ok Tarzan, '>1. i 
tut. Tarzan and the Jewels ok Oi-au, 
(u. net. Tarzan the Un tamed, li. b-t. tut. 
A Princess ok Mars, 6j. net . 'Ihk Gjds 
ok Mars, bs. net. The Warlord ok 
Maes, 6x. tut. 

(•Brad(Jeteph). A Set <^k Siy, 71. v. mt. 
Victory: An Island Tule. f-V. 8r-o. 9-'- 
iwR The Secret Agent : A Simple lair. 
Cr. 8w. y. net. Under WestebiV Kyrs. 
Cr. Szw. pr. net. Chance. Cr. itw. 
tut. 


Corelli (Marie)- 

A Kom ’n. i' di' Two WoRi Ds, 7,t. 6 iA met. 
Vimii ita: (It, Tin* Stoty of One Kni- 
C'liD n, gi. nrt. T'hki ma : A Norweeian 
l‘iio( css, :-'j, ft,}', tut. Aidami: Ilic Story 
of a IliaiJ .S. If. 7,,. h,i.nct. I he SoUL OK 
I II 11II, ; i.WoKMwool': A Drunin 
of l’.iris, ri,i. Hit. Barai'KAs: A Dreum i»f 
tlic Woild's I riiucdy, g.t. nit. Tiik SiIkkows 
OK Saian, -js. t\t. tu-t. TiIK MAtsl'ER. 
('lii-'i .1 IAN. V'.' ii net. Ti Mi’oKAL I'owKR : 
A .‘’'Ui.ly m SiiprcniAL-y, tts. net. Goi>'s 
i»ooi, Man: A .siiiipir Love Siory, 8 s. M. 
wt. Hoiv ni.i)j'K;;: I'ln; 'I'rajicdy of a 
i.iiilct l ife, Hj. b.t. net. The Migh iv Atom, 
7'. fxt. »^t. ! 5 '>v : A Skrii.h, 71. M. net. 

('AMI.Os, Cr. «<•/. ‘I HI; I.IKK KVEHI.ASTING, 

8j. ^(/. tut. riiR Lovii OK Long A</>, and 

( ITHK R STORIhs. 'ut. net. 

Doyle(fitrA Conan). KOGNDTHF. RKD 

L.\MP. ! UH/Jth Cr. Bf'.;. 7 t.^d. 

Hit. 

HIcheoefBobert)- 

Ton'.l-ks 01- CoNsf ie*.v K. 71. oa'. net. 
Fki.ix : 1 liK'r Vrars in a Life, 7*. bd. net. 
Thk Woman with the Fan. js. isd. mt. 
Bvewavs, 7i. Id. net. Tin; Garden ok 
An AH, iL. tv/, net. I he Cali, ok the 
Bi. »ou, 3 j. tk/. net. Bahrarv Shi.hi’, fu. 
net. The Dwkllrks on i hr Tmrs' hold, 
7<. bd. net. I he Wav ok Ambition, 71. 
td. riM. In the Wilderness, 7*. W. net. 
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HoMdothon;)- ^ 

A Chamue or Air. A Ann or Mark. 
The Chroniclbs of 'Count Antonio. 
Simon Dalb. Thb King’s Mirror. 
ui.HANTE. The Dolly Dialogues. 
ALBS or Two People. A Servant or 
THE Public. Mr.s. Maxon Protests. 
A Young Man’s Year. Bbaum/^oy 
Home »'ROM the Wars. 
jAoobf (W. W.)- 

Many Cakgoes, St’ NrA Sea Urchins, 
* <i. net uiid 3J. 6 d. net. A Master ok 

Craft, is. net. Lk.ht Freights, 5^. net. 
Thk Sku'I’Er’s Wooing, s-i. net. At Sun- 
wiCH Port, net. Dialstonb Lank, 
5f. net. ()i)i> Craft, 51. net. The I.ady 
OF THK Hakok, 5j. net. Salthaven, 5J. 
net. Sailors’ Knc)TS, 5J. net. Short 
Cruises, 6i-. net. 

Iliondon (Jack). WHITB FANG. Ninih 

Edition. (>. 7J. 6<f. net. 

Luces (B. Y.)-~ 

Listener's Lure : An Oblique Narraiion, 
6.V. net. OvKK IUcmekton’s: An K.n.sy- 
Roinj; Chronicle, (is. net. Mr. Inglesiue, 
4 h-. net. London I.avendk-r, 6f. net. 
Landmarks, 7.F. 6 d. net. The Vermilion 
B ox, Ti'. fui. net. Vkrkna In the Midst, 
8f. m. Hd. 

McKenna (Stephen) - 

Sonia : I’eiweeii Two Worlds, 8.t. net. 
Ninktv-Six Hours’ Leavk, 7^. td, net. 
Till-; Six III Sense, 6s. net. Midas & Son, 
8j. net. 

Halet (Lucas)— 

The History ok Sir Kicharo Calmadv : 
A Romance. Thk Carissima- 'rnK 
Cateless Bakhiiir. Deaoham Haro. 
Alljs. 6>i. net. Tilt Wagcs of Sin. 8j. 
net. 

Mason (A. E. W). Ci.KMENTINA 
lllua'ir^ted. Ninth Edition. C>. 8rv. 7.'. 
6 d. net. 

MaiwelKW. B.)- 

ViviEN. Thf (»UAKnF,r> Flame. Odd 
Lengths. Him. Rise. The Rest Cuke 
All ys. 6d. net. 

OxoDham (John) - 

A Weaver of Webs. I'ROFiTdANn Loss. 
The Song ok Hyacinth, and Other 
Sior'ns. Lauhistons. The Colt, ok Carnb. 
The Quest ok the Oolden Ro.st. Mary 
All-Ai.onk. Broken Shackles. “ 1914." 
^ll js. (ni. net. 


Pvk«rtOQb«rt>- 

Pierre aVid his Pboful Mrs. Falchion. 
Thb TkansAtion or a Savage. Wuukpo 
Valmondcams to Pontiac : The Storyw^ 
a Lost Napoleon, An Advbntorbr or tm* 
North : The La.st Adventures of * ftetty 
Pierre.’ The Seats of the Mighty. The 
Battle of the Strong: A Romance 
of Two Kingdoms. %!£ ^OMF ov THE . 
Lavilettbs. Northern ^Lights. 4 U 
js. 6 d. net. 

PhlllpAtaCEdan)- 

Children or the Mist. Sons or the 
Morning. The River.- The American 
Prisoner. Dbmetbr's Daughter. The 
Human Bov and thf WaRi Alt js. 6 d. net, » 

Ridge (W. Pett)- 

A Son of the State, js. fsd, net. TH|r 
Remington Sentence, ^s. 6 et. net. 
Madame Prince, ^s. 6d, net. 'Ddp Speed, 
js. 6 d. net. Special Performances, 6j. 
net. The Bustling Hours, 7;. td. net. 

Rohmer (8ax>— ^ 

ruB Devil Doctor. The SdFan 
Mvsterif.s. Tales of S^ecret Egypt. 
The Orchard ok Tears. The Golden 
.ScoRD'ON. All js. 6d. net. 

' ' t 

Swlonerton (P.). SHOI3 ANP .lOUSES.« 

Third Edition. Cr. ivo. •js.^od. net. 
SEPTKM 15 ER. Third Rditiem Cr. 8tv. 

7/. 6 d. net. 

'IHE HAPPY FAMILY. Second smen. 
jx. 6 d. net. 

ON THE STAIRCASE. Third Edition, 

js, 6 d. net. 

Wells (H.O.). BEALBY. Fourth EdUien. 

Cr. ivo. 7S. 6 d. net. 

WUllamion (C. H. and t. H.)- ' 

The Lightning Conductor : The StrasM 
Adventures of a Motor Car. Lady Betty 

ACROSS THE WaTBR. ^CARLET RunNBR. 

I.ORD Loveland dixovers /^briCa. 
The Guests of Hercules. It HarpSKBO 
IN .Egypt. A Soldier or the Legion. 
The Shop Girl. The Lightning Con¬ 
ductress. Secret History. The Loye 
Pirate. All ys. 6c/. net. Croc2MP*% 
Corner. 6r. net. 


Methuen’s Two-Shilling Novels 

Chedi) Kditions of many of the most Populaf Novels of the day 









